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FOREWORD

This vest-pocket reference for accountants was devel
oped by the Technical Information Division of the
AICPA as a nonauthoritative practice aid. It is intended
to provide a convenient means of on-the-job information
in a compact reference guide. Although not authoritative
and all-inclusive, this reference book contains compre
hensive information in the areas that accountants in
public practice and in private industry, academics,
other professionals, and students will find useful.
All major accounting and auditing pronouncements
were considered in developing this book. However,
though serving as a convenient memory aid, it cannot
be used as a substitute for direct reference to the
authoritative literature.
Keep this book handy—it will be a useful reference.
The editor and authors gratefully acknowledge the
assistance of their colleague Moshe S. Levitin, CPA, who
reviewed and edited the technical content of the manu
script, and the fine editorial and production work of
Landa Miller, Carrie Vaccaro, Jeanmarie Brusati, and
Ingrid Anderson.

Susan Menelaides
Director
Technical Information
Division
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ACCOUNTING PRINCIPLES

CONSOLIDATION OF FINANCIAL STATEMENTS
The following are basic rules for consolidation (Financial
Accounting Standards Board [FASB] Statement No. 94):
■ Consolidation is required when ownership—direct
or indirect—of a voting interest is greater than 50 per
cent in a corporation, joint venture, or partnership.
■ No exemption from the rule may be made for diverse
industry activity.
■ There may be a fiscal-period difference of ninety days
between the parent's and the subsidiary's year-end.
■ The equity method is not a valid substitute for
consolidation.
■ The exceptions to the consolidation rule are when
(1) control is likely to be temporary or (2) control does
not rest with the majority owner (corporate reorgani
zation or bankruptcy are examples).

COMBINED FINANCIAL STATEMENTS
The following are basic rules for combination (Account
ing Research Bulletin [ARB] No. 51):
■ Combination is preferable if one person owns a
controlling interest in enterprises that are related in
operations (a brother-sister corporation is an example).
■ Combined statements may be useful for enterprises
under common management.

EQUITY METHOD OF ACCOUNTING
The following are basic rules for using the equity
method to account for investments in common stock
(Accounting Principles Board [APB] Opinion No. 18):
■ Generally use the equity method when ownership of
20 to 50 percent of the voting stock issued exists.

3
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■ Use the equity method when there is an ability to
exercise significant control.

■ Do not use the equity method as a substitute for
consolidation.
■ An investor should not reduce his or her basis in an
investee to reflect amounts below zero unless the
investor has guaranteed the debt of the investee.

BUSINESS COMBINATIONS
Conditions necessary to account for a business combina
tion by the pooling-of-interests method (APB Opinion
16) are:
■ As to combining companies—
— Each combining company is autonomous and
has not been a subsidiary or division of another
enterprise within two years before the plan of
combination is initiated.
— Each enterprise is independent of the other enter
prise, and at the date of the plan consummation,
neither of the combining companies owns more
than 10 percent of the other company before the
date of the plan initiation.

■ As to the manner in which companies are
combined—
— The combination is effected in a single transaction
or is completed according to a specific plan within
one year after the plan is initiated.
— One combining company offers and issues only
common stock with rights identical to those of the
majority of its outstanding voting common stock
and receives substantially all (90 percent or more)
of the voting common stock of the other company.
— Neither of the combining companies changes the
equity interests of the voting common stock in
contemplation of the combination within the two
years immediately preceding the plan date initia
tion or between initiation and consummation.
— Each combining company reacquires shares of
voting common stock only for purposes other
than business combinations and does not reac
quire more than a normal number of shares
between initiation and consummation date.
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— The ratio of the interest of an individual common
stockholder to those of other common stock
holders remains the same as a result of the transfer
of stock for the combination.
— The voting rights of the common stock interests
in the resulting combined corporation are not re
stricted.
— The combination is resolved at the date the plan is
consummated, and no provision of the plan relat
ing to the issue of securities or other considera
tion is pending.
■ Regarding the absence of planned transactions—
— The combined corporation does not agree to
retire or reacquire all or part of the common stock
issued to effect the transaction.
— The combined corporation does not enter into
any other financial arrangements for the benefit of
the stockholders of the combining company such
as a guarantee of loans secured by the stock
issued to effect the combination.
— The combined corporation does not plan to dispose
of a significant part of the assets of the combining
companies within two years after the combination
other than in the ordinary course of business or to
eliminate duplicate facilities or excess capacity.

The costs of acquisitions are accounted for as follows
(APB Opinion 16):
■ Pooling.

The costs are period costs of the com
bined company.

■ Purchase. The direct costs are considered part of the
cost of the acquired company.

The following is the basic accounting for business com
binations (APB Opinion 16):

■ Pooling.

The previously issued financial state
ments are restated to include the other
combining company.

■ Purchase. The acquiring company allocates the cost
of the acquired company to the assets
acquired and liabilities assumed; such
values are normally equal to their fair
values at the date of acquisition.
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INVENTORY VALUATION

Valuation calls for a comparison of cost and market
value (ARB 43, chapter 4).
Cost is calculated in the following manner:
■ FIFO—first in, first out
■ LIFO—last in, first out
■ Average

Retail Inventory Method

Calculate the retail inventory method as follows:
■ Compare the purchase price and the selling price to
arrive at the gross profit percentage. Then apply this
percentage to ending inventory calculated at sales
price in order to value the inventory at the appropri
ate amount for reporting purposes. The practices of
the retailing industry for markups, markdowns, and
cancellations are also used in the formula.

FIXED ASSETS
The cost of self-constructed assets includes (ARB 43,
chapter 9)—
■ All direct costs.
■ Related incremental costs.
■ Interest costs during the construction period (FASB
No. 34).

When computing useful lives used to amortize lease
hold improvements (ARB 43, chapter 9)—
■ Use the shorter of the lease term (excluding renewal
periods) or the economic life of the improvements.

When accounting for reinstallation costs—
■ Generally, the new costs should be carried forward as
a deferred charge to be amortized over the remaining
life of the asset that has been reinstalled.

When accounting for ordinary obsolescence—
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■ Ordinary obsolescence (as opposed to extraordinary
obsolescence or loss due to a sudden unforeseen
technological advance) is included as a factor in
determining depreciation rates.

INVESTMENTS IN MARKETABLE EQUITY
SECURITIES

The following rules apply to investments in marketable
equity securities by entities that do not have specialized
security accounting policies (FASB No. 12):
■ Marketable equity securities should be classified as
either current or noncurrent, as appropriate.
■ In an unclassified balance sheet, such investments
shall be considered noncurrent.
■ Aggregate cost and market value must be compared
to determine the carrying value (lower of cost or mar
ket) of the portfolio.
■ Changes in the valuation allowance for investments
carried as current assets shall be included in net
income of the period.
■ Accumulated changes in the valuation allowance for
investments included in noncurrent assets or on an
unclassified balance sheet shall be included in a sep
arate section of equity.
■ Realized gains or losses shall be included in the
determination of net income for the period in which
they occur.
■ Changes in classification between current and noncurrent shall be made at the lower of cost or market.
If the market is less than cost, the market value shall
be the new cost basis and the difference should be
accounted for as a realized loss in that period's deter
mination of net income.

ACCOUNTING FOR LEASES

If any of the following criteria are met at the inception of
the lease, the lease should be classified as a capital lease
by the lessee and as a sale or financing by the lessor
(FASB No. 13):
■ The lease transfers ownership of the property by the
end of the lease term.
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■ The lease contains a bargain purchase option.
■ The lease term is equal to 75 percent or more of the
estimated economic useful life of the leased property.
However, if the beginning of the lease term falls
within the last 25 percent of the total economic use
ful life of the leased property, including earlier years
of use, this criterion shall not be used for purposes of
classifying the lease.
■ The present value at the beginning of the lease term
of the minimum lease payments excluding executory
costs such as insurance, maintenance, and taxes paid
by the lessor, including any profit thereon, equals or
exceeds 90 percent of the fair value of the leased
property to the lessor at the inception of the lease. If
the lease term is within the last 25 percent of the total
economic useful life of the leased property, includ
ing earlier years of use, this criterion shall not be
used for the purpose of classifying the lease.

The following are the additional criteria for a lessor to
use when classifying a lease as a sales or financing lease
(FASB No. 13):
■ Collectibility of the minimum lease payments is
reasonably predictable.
■ No important uncertainties surround the amount of
unreimbursable costs yet to be incurred by the lessor
under the lease.

ACCOUNTING FOR INCOME TAXES

The following are accounting concepts for income taxes
under APB Opinion 11, FASB No. 96 and FASB No. 109
(FASB No. 109 supersedes APB Opinion 11 and FASB
No. 96, and is effective for fiscal years beginning after
December 15,1992.):
■ Under APB Opinion 11, interperiod tax allocation is
an integral part of the determination of income tax
expense, and income tax expense should include the
tax effects of revenue or expense transactions
included in the determination of pretax accounting
income.
■ Interperiod tax allocation procedures should follow
the deferred method (the deferred method is a
procedure whereby the tax effects of current timing
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■

■

■

■

■

differences are deferred currently and allocated to
income tax expense of future periods when the timing
differences reverse; this method emphasizes the tax
effects of timing differences of the period in which
the differences originate using the tax rates of the
origination period) both in the manner in which tax
effects are initially recognized and in the manner in
which deferred taxes are amortized in future periods.
The tax effects of operating loss carrybacks should be
allocated to the loss periods. The tax effect of operating
loss carryforwards usually should not be recognized
until the period of realization.
Tax allocation within a period should be applied to
obtain fair presentation of the various components
of the results of operations.
Financial statement presentations and income tax
expense and related deferred taxes should disclose
both of the following items:
— The composition of income tax expense as
between amounts currently payable and amounts
representing tax effects allocable to the period
— The classification of deferred taxes into a net current
amount and a net noncurrent amount
Timing differences are the differences between the
periods in which transactions affect taxable income
and the periods in which they enter into the determina
tion of pretax accounting income. Timing differences
originate in one period and reverse ("turn around")
in one or more subsequent periods. Some timing
differences reduce income taxes that would otherwise
be payable currently; others increase income taxes
that would be payable currently.
Permanent differences are the differences between
taxable income and pretax accounting arising from
transactions that under applicable tax laws and regula
tions will not be offset by corresponding differences
or "turn around" in other periods (such as nontaxable
municipal interest income).

Under FASB No. 96■ A current or deferred tax liability or asset is recog
nized for the current or deferred tax consequences
of all events that have been recognized in the financial
statements.
■ The current or deferred tax consequences of an
event are measured by applying the provision of
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enacted tax laws to determine the amount of taxes
payable or refundable currently or in future years
(liability method).
■ The tax consequences of earning income or incur
ring losses or expenses in future years or a future
enactment of a change in tax laws are not anticipated
for purposes of recognition and measurement of a
deferred tax liability or asset.

■ Temporary differences are those differences that can
arise between the amount of taxable and pretax
financial income for a year, and between the tax basis
of assets or liabilities and their reported amounts in
the financial statements.
■ A deferred tax liability or asset shall be classified in
two categories—the current amount and noncurrent
amount—in a classified balance sheet. The current
amount of a deferred tax liability should be the net
deferred tax consequences of the following:
— Temporary differences that will result in net taxable
or deductible amounts during the next tax year
— Temporary differences related to an asset or liability
that is classified for financial reporting as current
because of an operating cycle that is longer than
one year
— Temporary differences for which there is no
related identifiable asset or liability for financial
reporting whenever other related assets and liabil
ities are classified as current because of an operating
cycle that is longer than one year
■ The significant components of income tax expense
attributable to continuing operations for each year
presented shall be disclosed in the financial state
ments or notes thereto. Those components would
include—
— Current tax expense or benefit.
— Deferred tax expense or benefit exclusive of
adjustments in the current tax expense or benefit.
— Investment tax credits.
— Government grants (to the extent recognized as a
reduction of income tax expense).
— The benefits of operating loss carryforwards.
— Adjustment of a deferred tax liability or asset for
enacted changes in tax laws or rates or a change in
the tax status of an enterprise.
In February, 1992, the FASB issued FASB No. 109, Account
ing for Income Taxes, which is effective for fiscal years
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beginning after December 15, 1992. This Statement
supersedes APB Opinion 11 and FASB No. % and amends
or supersedes various other accounting pronounce
ments. It requires recognition and measurement of
deferred tax liabilities and assets under the liability
method.

The objectives of the Statement are to—

1.

2.

Recognize a current tax liability or asset for taxes
payable or refundable on the current year's tax
returns.
Recognize a deferred tax asset or liability for tempo
rary differences that will result in taxable or deduct
ible amounts in future years.

FASB No. 109 states
*:
The following basic principles are applied in accounting
for income taxes at the date of the financial statements:

a.

A current tax liability or asset is recognized for the
estimated taxes payable or refundable on tax returns
for the current year.

b.

A deferred tax liability or asset is recognized for the
estimated future tax effects attributable to tempo
rary differences and carryforwards.

c.

The measurement of current and deferred tax liabili
ties and assets is based on provisions of the enacted
tax law; the effects of future changes in tax laws or
rates are not anticipated.

d.

The measurement of deferred tax assets is reduced,
if necessary, by the amount of any tax benefits that,
based on available evidence, are not expected to
be realized.

Temporary Differences
The tax consequences of most events recognized in the
financial statements for a year are included in determin
ing income taxes currently payable. However, tax laws
often differ from the recognition and measurement
requirements of financial accounting standards, and
differences can arise between (a) the amount of taxable
income and pretax financial income for a year and
(b) the tax bases of assets or liabilities and their reported
amounts in financial statements.
*Copyright © 1992 by the Financial Accounting Standards
Board. Reprinted with permission. Copies of this Statement
can be obtained by calling the FASB Order Department at
(203) 847-0700, ext. 10.
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APB Opinion No. 11, Accounting for Income Taxes, used
the term timing differences for differences between the
years in which transactions affect taxable income and
the years in which they enter into the determination of
pretax financial income. Timing differences create
differences (sometimes accumulating over more than
one year) between the tax basis of an asset or liability
and its reported amount in financial statements. Other
events such as business combinations may also create
differences between the tax basis of an asset or liability
and its reported amount in financial statements. All
such differences collectively are referred to as tempo
rarydifferences in this Statement.

Deferred Tax Consequences of Temporary Differences
Temporary differences ordinarily become taxable or
deductible when the related asset is recovered or the
related liability is settled. A deferred tax liability or asset
represents the increase or decrease in taxes payable or
refundable in future years as a result of temporary differ
ences and carryforwards at the end of the current year.

Deferred Tax Liabilities

A deferred tax liability is recognized for temporary
differences that will result in taxable amounts in future
years. For example, a temporary difference is created
between the reported amount and the tax basis of an
installment sale receivable if, for tax purposes, some or all
of the gain on the installment sale will be included in the
determination of taxable income in future years. Because
amounts received upon recovery of that receivable will
be taxable, a deferred tax liability is recognized in the
current year for the related taxes payable in future years.
Deferred Tax Assets
A deferred tax asset is recognized for temporary differ
ences that will result in deductible amounts in future
years and for carryforwards. For example, a temporary
difference is created between the reported amount and
the tax basis of a liability for estimated expenses if,
for tax purposes, those estimated expenses are not
deductible until a future year. Settlement of that liability
will result in tax deductions in future years, and a
deferred tax asset is recognized in the current year for
the reduction in taxes payable in future years. A valua
tion allowance is recognized if, based on the weight of
available evidence, it is more likely than not that some
portion or all of the deferred tax asset will not be realized.

Measurement of a Deferred Tax Liability or Asset
This Statement establishes procedures to (a) measure
deferred tax liabilities and assets using a tax rate conven
tion and (b) assess whether a valuation allowance
should be established for deferred tax assets. Enacted
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tax laws and rates are considered in determining the
applicable tax rate and in assessing the need for a valua
tion allowance.
All available evidence, both positive and negative, is
considered to determine whether, based on the weight
of that evidence, a valuation allowance is needed for
some portion or all of a deferred tax asset. Judgment
must be used in considering the relative impact of nega
tive and positive evidence. The weight given to the
potential effect of negative and positive evidence
should be commensurate with the extent to which it can
be objectively verified. The more negative evidence that
exists (a) the more positive evidence is necessary and
(b) the more difficult it is to support a conclusion that a
valuation allowance is not needed.

Changes in Tax Laws or Rates

This Statement requires that deferred tax liabilities and
assets be adjusted in the period of enactment for the
effect of an enacted change in tax laws or rates. The effect
is included in income from continuing operations.
Financial Statement Disclosure

The components of the net deferred tax liability or asset
recognized in an enterprise's statement of financial
position shall be disclosed as follows:

a.

The total of all deferred tax liabilities measured in
procedure (b) of paragraph 17 of FASB Statement
No. 109

b.

The total of all deferred tax assets measured in
procedures (c) and (d) of paragraph 17
The total valuation allowance recognized for
deferred tax assets determined in procedure (e) of
paragraph 17.

c.

The net change during the year in the total valuation
allowance also shall be disclosed. A public enterprise
shall disclose the approximate tax effect of each type of
temporary difference and carryforward that gives rise to
a significant portion of deferred tax liabilities and
deferred tax assets (before allocation of valuation
allowances). A nonpublic enterprise shall disclose the
types of significant temporary differences and carryfor
wards but may omit disclosure of the tax effects of each
type. A public enterprise that is not subject to income
taxes because its income is taxed directly to its owners
shall disclose that fact and the net difference between
the tax bases and the reported amounts of the enter
prise's assets and liabilities.
The following information shall be disclosed whenever
a deferred tax liability is not recognized because of the
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exceptions to comprehensive recognition of deferred
taxes for any of the areas addressed by Opinion 23 (as
amended by this Statement) or for deposits in statutory
reserve funds by U.S. steamship enterprises:
a.

A description of the types of temporary differences
for which a deferred tax liability has not been recog
nized and the types of events that would cause those
temporary differences to become taxable

b.

The cumulative amount of each type of temporary
difference

c.

The amount of the unrecognized deferred tax liabil
ity for temporary differences related to investments
in foreign subsidiaries and foreign corporate joint
ventures that are essentially permanent in duration
if determination of that liability is practicable or a
statement that determination is not practicable

d.

The amount of the deferred tax liability for tem
porarydifferences other than those in (c) above (that
is, undistributed domestic earnings, the bad-debt
reserve for tax purposes of a U.S. savings and loan
association or other qualified thrift lender, the
policyholders'surplus of a life insurance enterprise,
and the statutory reserve funds of a U.S. steamship
enterprise) that is not recognized in accordance
with the provisions of paragraphs 31 and 32.

The significant components of income tax expense
attributable to continuing operations for each year
presented shall be disclosed in the financial statements
or notes thereto. Those components would include,
for example:

a.

Current tax expense or benefit

b.

Deferred tax expense or benefit (exclusive of the
effects of other components listed below)

c.

Investment tax credits

d.

Government grants (to the extent recognized as a
reduction of income tax expense)

e.

The benefits of operating loss carryforwards

f.

Tax expense that results from allocating certain tax
benefits either directly to contributed capital or to
reduce goodwill or other noncurrent intangible
assets of an acquired entity

g.

Adjustments of a deferred tax liability or asset for
enacted changes in tax laws or rates or a change in
the tax status of the enterprise

h.

Adjustments of the beginning-of-the-year balance
of a valuation allowance because of a change in
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circumstances that causes a change in judgment
about the realizability of the related deferred tax
asset in future years.

The amount of income tax expense or benefit allocated
to continuing operations and the amounts separately
allocated to other items (in accordance with the provisions
of paragraphs 35-39) shall be disclosed for each year for
which those items are presented.

A public enterprise shall disclose a reconciliation using
percentages or dollar amounts of (a) the reported
amount of income tax expense attributable to continu
ing operations for the year to (b) the amount of income
tax expense that would result from applying domestic
federal statutory tax rates to pretax income from con
tinuing operations. The "statutory" tax rates shall be the
regular tax rates if there are alternative tax systems. The
estimated amount and the nature of each significant
reconciling item shall be disclosed. A nonpublic enter
prise shall disclose the nature of significant reconciling
items but may omit a numerical reconciliation. If not
otherwise evident from the disclosures required by this
paragraph and paragraphs 43-46, all enterprises shall
disclose the nature and effect of any other significant
matters affecting comparability of information for all
periods presented.
An enterprise shall disclose (a) the amounts and expira
tion dates of operating loss and tax credit carryforwards
for tax purposes and (b) any portion of the valuation
allowance for deferred tax assets for which subse
quently recognized tax benefits will be allocated to
reduce goodwill or other noncurrent intangible assets
of an acquired entity or directly to contributed capital
(paragraphs 30 and 36).
An entity that is a member of a group that files a consoli
dated tax return shall disclose in its separately issued
financial statements:

a.

The aggregate amount of current and deferred tax
expense for each statement of earnings presented
and the amount of any tax-related balances due to or
from affiliates as of the date of each statement of
financial position presented

b.

The principal provisions of the method by which the
consolidated amount of current and deferred tax
expense is allocated to members of the group and
the nature and effect of any changes in that method
(and in determining related balances to or from
affiliates) during the years for which the disclosures
in (a) above are presented

16/
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ACCOUNTING FOR STOCK ISSUED TO EMPLOYEES
The following are essential characteristics of a noncom
pensatory stock option or purchase plan for employees
(APB Opinion 25):
■ Substantially all full-time employees meeting limited
employment qualifications may participate Employees
owning a specified percentage of the outstanding
stock and executives may be excluded.
■ Stock is offered to eligible employees equally or
based on a uniform percentage of salary or wages.
The plan may limit the number of shares of stock that
an employee may purchase through the plan.
■ The time permitted for exercise of an option or pur
chase right is limited to a reasonable period.

■ The discount from the market price of the stock is no
greater than would be reasonable in an offer to stock
holders or others.
The following is the basic formula for measuring com
pensation in compensatory plans:

■ The amount is measured by the difference between
the quoted market price of the stock at the measure
ment date and the option price, less the amount, if
any, that the employee is required to pay.
■ The quoted market price is the unadjusted quoted
market price of a share of stock of the same class that
trades freely in the established market.

■ The measurement date is the first date on which are
known both the number of shares that an individual
employee is entitled to receive and the option or pur
chase price.

ACCOUNTING FOR FUTURES CONTRACTS

The following are the conditions whereby a futures con
tract may be recognized as a hedge (FASB No. 80):
■ The item to be hedged exposes the enterprise to
price (or interest rate) risk.

■ The futures contract reduces that exposure and is
designated as a hedge.

Accounting Principles/ 17
The following are the disclosures for futures contracts
that have been accounted for as hedges:

■ The nature of the assets, liabilities, firm commit
ments, or anticipated transactions that are hedged
with the futures contract
■ The method of accounting for futures contracts, includ
ing a description of the event or transactions that
result in recognition in income of changes in the
value of futures contracts

PENSION PLANS—DISCLOSURES
The following are the disclosures by an employer spon
soring a defined benefit pension plan (FASB No. 87):
■ A description of the plan, including employee group
covered, type of benefit formula, funding policy, type of
assets held, significant nonbenefit liabilities, if any, and
the nature and effect of significant matters affecting
comparability of information for all periods presented
■ The amount of net periodic pension costs for the
period showing separately the following:
— Service cost component
— Interest cost component
— The actual return on assets for the period
— Net total of other components, including the fol
lowing:
■ Net asset gain or loss during the period
deferred for later recognition
■ Amortization of net gain or loss from earlier
periods
■ Amortization of unrecognized prior service cost
■ Amortization of the unrecognized net obliga
tion or net asset at the date of initial application
of this statement (transition liability or asset)

■ A schedule reconciling the funded status of the plan
with amounts reported in the employer's statement
of financial position, showing separately the following:
— Fair value of plan assets
— Projected benefit obligation identifying the
accumulated benefit obligation and the vested
benefit obligation
— Amount of unrecognized prior service cost
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— Amount of unrecognized net gain or loss
(including asset gains and losses not yet reflected
in market-related value)
— Amount of any remaining unrecognized net obli
gation or net asset existing at the date of initial
application of this statement
— Amount of net pension asset or liability recognized
pursuant to paragraphs 35 and 36 of FASB No. 87
(which is the net result of combining the preceding
items)
■ Weighted-average assumed discount rate and rate of
compensation increase (if applicable) used to measure
the projected benefit obligation and the weightedaverage expected long-term return on plan assets,
including the following:
— Amounts and types of employer and related-party
securities included in plan assets
— Annual benefits of employees and retirees covered
by annuity contracts issued by the employer and
related parties
— Alternative amortization method used to amortize
prior service costs and the alternative method
used to amortize gains and losses
— Commitments for future increased benefit
amendments

The following are the disclosures by an employer who
participates in a multi-employer plan (FASB No. 87):
■ A description of the multi-employer plan(s), including
the employee groups covered, the type of benefits
provided (defined benefit or contribution), and the
nature and effect of significant matters affecting
comparability of information for all periods
presented
■ The amount of cost recognized during the period

The following are the disclosures by an employer who
sponsors one or more defined contribution plans (FASB
No. 87):
■ A description of the plan(s), including employee
groups covered, the basis for determining contribu
tions, and the nature and effect of significant matters
affecting comparability of information for all periods
presented
■ The amount of cost recognized during the period
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PENSION PLANS—SETTLEMENTS, CURTAILMENTS,
AND TERMINATION BENEFITS

The following are the key definitions (FASB No. 88):
■ Settlement—a transaction that is an irrevocable action.
— Relieves the employer or plan of primary responsi
bility for a pension benefit obligation.
— Eliminates significant risks related to the obliga
tion and assets used to effect the settlement.
■ Curtailment—an event that significantly reduces the
expected years of future service of present
employees or eliminates, for a significant number of
employees, the accrual of defined benefits for some
or all of their future services.
■ Termination benefits—benefits to employees that an
employer may provide in connection with their ter
mination of employment. They may be either special
termination benefits offered only for a short period
of time or contractual termination benefits required
by the terms of a plan only if a specified event, such
as a plant closing, occurs.
■ Annuity contract—a contract with an unrelated solvent
insurance company that unconditionally undertakes
a legal obligation to provide specified benefits to
specific persons in return for a fixed consideration or
premium. An annuity contract is irrevocable and
involves the transfer of significant risk from the
employer to the insurance company.

The disclosure and presentation rules for settlement,
curtailment, and termination benefits require—
■ A description of the nature of the events.
■ The amount of gain or loss recognized.

EMPLOYERS’ ACCOUNTING FOR POSTRETIREMENT
BENEFITS OTHER THAN PENSIONS
In December, 1990, the FASB issued FASB No. 106,
Employers' Accounting for Postretirement Benefits
Other Than Pensions. This Statement addresses the
new accounting treatment to be accorded postretire
ment benefits. Most companies currently account for
retirement benefits on a "pay-as-you-go" basis, the
same manner used to account for wages. This Statement

20/ 1993 Accounting & Auditing Reference

requires an obligation for postretirement benefits to be
recognized as the employee renders the services neces
sary to earn these benefits, regardless of when the
benefits are received. A single method is prescribed for
measuring and recognizing an employee's accumulated
postretirement benefit obligations.
The provisions of this Statement are similar to those of
FASB No. 87, Employers' Accounting for Pensions, and
FASB No. 88, Employers' Accounting for Settlements and
Curtailments of Defined Benefit Pension Plans and for
Termination Benefits.
This Statement is generally effective for fiscal years
beginning after December 15,1992.
FASB No. 106 states
*:
In applying accrual accounting to postretirement
benefits, this Statement adopts three fundamental
aspects of pension accounting: delayed recognition of
certain events, reporting net cost, and offsetting liabili
ties and related assets.
Delayed recognition means that certain changes in the
obligation for postretirement benefits, including those
changes arising as a result of a plan initiation or amend
ment, and certain changes in the value of plan assets
set aside to meet that obligation are not recognized as
they occur. Rather, those changes are recognized syste
matically over future periods. All changes in the obliga
tion and plan assets ultimately are recognized unless
they are first reduced by other changes. The changes
that have been identified and quantified but not yet
recognized in the employer's financial statements as
components of net periodic postretirement benefit cost
and as a liability or asset are disclosed.

Net cost means that the recognized consequences
of events and transactions affecting a postretirement
benefit plan are reported as a single amount in the
employer's financial statements. That single amount
includes at least three types of events or transactions
that might otherwise be reported separately. Those
events or transactions—exchanging a promise of
deferred compensation in the form of postretirement
benefits for employee service, the interest cost arising
from the passage of time until those benefits are paid,
and the returns from the investment of plan assets—are
disclosed separately as components of net periodic
postretirement benefit cost.
*Copyright © 1990 by the Financial Accounting Standards
Board. Reprinted with permission. Copies of this Statement
can be obtained by calling the FASB Order Department at
(203) 847-0700, ext. 10.
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Offsetting means that plan assets restricted for the
payment of postretirement benefits offset the accumu
lated postretirement benefit obligation in determining
amounts recognized in the employer's statement of
financial position and that the return on those plan
assets offsets postretirement benefit cost in the
employer's statement of income. That offsetting is
reflected even though the obligation has not been
settled, the investment of the plan assets may be largely
controlled by the employer, and substantial risks and
rewards associated with both the obligation and the
plan assets are borne by the employer.

This Statement requires that an employer's obligation
for postretirement benefits expected to be provided to
or for an employee be fully accrued by the date that
employee attains full eligibility for all of the benefits
expected to be received by that employee, any
beneficiaries, and covered dependents (the full eligibility
date), even if the employee is expected to render addi
tional service beyond that date. That accounting reflects
the fact that at the full eligibility date the employee has
provided all of the service necessary to earn the right to
receive all of the benefits that employee is expected to
receive under the plan.

The beginning of the attribution (accrual) period is the
employee's date of hire unless the plan only grants
credit for service from a later date, in which case
benefits are generally attributed from the beginning of
that credited service period. An equal amount of the
expected postretirement benefit obligation is attributed
to each year of service in the attribution period unless
the plan attributes a disproportionate share of the
expected benefits to employees' early years of service.
The Board concluded that, like accounting for other
deferred compensation agreements, accounting for post
retirement benefits should reflect the explicit or implicit
contract between the employer and its employees.

INTERIM REPORTING (PUBLICLY HELD
COMPANIES)

The following are the minimum interim disclosure
requirements for publicly traded companies (APB
Opinion 28):
■ Sales or gross revenues, provision for income taxes,
extraordinary items (including related income tax
effects), cumulative effects of a change in accounting
principles or practices, and net income
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■ Primary and fully diluted earnings-per-share data for
each period presented, determined in accordance
with APB Opinion 15, Earnings per Share
■ Seasonal revenue, cost, or expenses
■ Significant changes in estimates or provisions for
income taxes
■ Disposal of a segment of a business and extraordi
nary, unusual, or infrequently occurring items

■ Contingent items
■ Changes in accounting principles or estimates

■ Significant changes in financial position

The periods to be presented (APB Opinion 28) are—
■ The current quarter and the current year-to-date or
last twelve months to date, presented together with
the comparable data for the previous year.

The following information is to be disclosed for the
fourth quarter of a year, in absence of a published fourth
quarter report if the results of the subtraction of the
nine months' operating results from the annual operat
ing results do not yield the expected fourth-quarter
operating results (APB Opinion 28):

■ Disposal of segments of a business and extraordi
nary, unusual, or infrequently occurring items recog
nized in the fourth quarter
■ Aggregate effect of year-end adjustments that are
material to the results of that quarter
■ Effect of accounting change made in the fourth quarter

FOREIGN CURRENCY TRANSACTIONS

The following are the basic rules for foreign currency
translation (FASB No. 52):
■ Balance sheet—The exchange rate at the balance sheet
date shall be used.
■ Income statement—The weighted average exchange
rate for the period shall be used.
■ Translation adjustments shall not be included in net
income but shall be reported separately and
accounted for in a separate component of equity.
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The following are the basic rules for foreign currency
transactions (other than forward exchange contracts)
(FASB No. 52):
■ At the date the transaction is recognized, each asset,
liability, revenue, expense, or gain or loss from the
transaction shall be measured and recorded in the
functional currency (the currency of the primary eco
nomic environment in which the entity operates;
normally the currency of the environment in which
an entity primarily generates and expends cash) of
the recording entity by use of the exchange rate in
effect at that date.
■ At each balance sheet date, recorded balances that
are denominated in a currency other than the func
tional currency of the recording entity shall be
adjusted to reflect the current exchange rate.

The following are the definition of and the accounting
for a forward exchange contract (FASB No. 52):
■ A forward exchange contract—an agreement to
exchange different currencies at a specified future
date at a specified rate (the forward rate). A forward
contract is a foreign currency transaction.
■ With the exception of the following transactions, for
ward exchange contracts should be accounted for in
the same manner as foreign currency transactions.
— Gains and losses on the following foreign
currency transactions shall not be included in
determining net income but shall be reported in
the same manner as are translation adjustments:
■ Foreign currency transactions designated as,
and effective as, economic hedges of a net
investment in a foreign entity, commencing as
of the designation date
■ Intercompany foreign currency transactions
that are of a long-term investment nature when
the entities to the transaction are consolidated,
combined, or accounted for by the equity
method in the reporting enterprise's financial
statements
— A gain or loss on a forward contract or other foreign
currency transaction intended to hedge an iden
tifiable foreign currency commitment shall be
deferred and included in the measurement of the
related foreign currency transaction. Estimated
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future losses shall not be deferred. A foreign cur
rency transaction shall be considered a hedge of
an identifiable currency commitment provided
both of the following conditions are met:
■ The foreign currency transaction is designated
as, and is effective as, a hedge of a foreign cur
rency commitment.
■ The foreign currency commitment is firm.

NONMONETARY TRANSACTIONS

The following are the key definitions for nonmonetary
transactions (APB Opinion 29):
■ Monetary assets and liabilities—assets and liabilities
whose amounts are fixed in terms of units of cur
rency by contract or otherwise (cash and short- and
long-term notes receivable or payable in cash)
■ Nonmonetary assets and liabilities—assets and
liabilities other than monetary ones (inventories,
investments in common stocks, and fixed assets)
■ Exchange or exchange transaction—a reciprocal
transfer between an enterprise and another entity
that results in the acquisition of assets or services or
the satisfaction of liabilities by surrendering other
assets or services or incurring other obligations
■ Nonreciprocal transfer—a transfer of assets or services
in one direction, either from an enterprise to its
owners (whether or not in exchange for their owner
ship interests) or another entity, or from owners or
another entity to the enterprise (an entity's reacquisi
tion of its outstanding stock is an example of a
nonreciprocal transfer)
■ Productive assets—those assets held for or used in
the production of goods or services by the enter
prise, including an investment in another entity car
ried on the equity method but excluding investments
carried on any other basis
■ Similar productive assets—productive assets that are
of the same general type, that perform the same func
tion, or that are employed in the same line of business

The following transactions are not covered by APB
Opinion 29:
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■ A business combination accounted for under the provi
sions of APB Opinion 16, Business Combinations
■ A transfer of nonmonetary assets solely between
companies or persons under common control such
as between a parent company and its subsidiaries or
between brother-sister companies or between a cor
porate joint venture and its owners
■ Acquisition of nonmonetary assets or services on
issuance of the capital stock of the enterprise
■ Stock issued or received in stock dividends and splits
accounted for in accordance with ARB 43, chapter 7B

The basic principles of accounting for nonmonetary
transactions include the following:
■ The transactions should be based on the fair values
of the assets or services involved, which is the same
basis as for monetary transactions.
■ The cost of a nonmonetary asset acquired in
exchange for another nonmonetary asset is the fair
value of the asset surrendered or received, which
ever is more readily evident.
■ A gain or loss should be recognized on the exchange.
The following are modifications of the basic principles:
■ Accounting for nonmonetary transactions should
not be based on fair values unless those fair values
are determinable within reasonable limits.
■ If the exchange is not the culmination of an earning
process, the accounting should be based on the
recorded value (after reduction, if appropriate, for an
indicated impairment of value) of the nonmonetary
asset relinquished. The following types of transac
tions do not culminate in an earning process:
— An exchange of product or property held for sale
in the ordinary course of business for a product or
property to be sold in the same line of business to
facilitate sales to customers other than the parties
to the exchange.
— An exchange of a productive asset not held for sale
in the ordinary course of business for a similar
productive asset or an equivalent interest in the
same or similar productive asset.
■ Accounting for the distribution of nonmonetary assets
to owners of an enterprise in a spin-off or other form
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of reorganization or liquidation, or a plan that is in sub
stance the rescission of a prior business combination,
should be based on the recorded amount (after
reduction, if appropriate, for an indicated impairment
of value) of the nonmonetary assets distributed.
Other nonreciprocal transfers to owners of non
monetary assets should be accounted for at fair value
if such fair value is measurable and realizable in an
outright sale at or near the time of distribution.

In an exchange of nonmonetary assets based on
recorded amounts, the inclusion of an amount of mone
tary consideration ("boot") is accounted for as follows:
■ On the recipient's books—A gain should be recognized
to the extent that the amount of the monetary receipt
exceeds a proportionate share of the recorded
amount of the asset surrendered. The portion of the
cost applicable to the realized amount should be
based on the ratio of the monetary consideration to
total consideration (monetary consideration plus
estimated fair value of the nonmonetary asset
received or transferred if more clearly evident).
■ On the disburser's books—A gain should not be
recognized, but the disburser should record the
asset received at the amount of the monetary con
sideration paid plus the recorded amount of the non
monetary asset surrendered. If a loss is indicated, the
entire indicated loss should be recognized.

REVENUE RECOGNITION
The following are the general rules for income recogni
tion (APB Opinion 10):
■ Profit is deemed to be realized when a sale in the
ordinary course of business is effected, unless the
circumstances are such that collection of the sales
price is not reasonably assured.
■ Revenues ordinarily should be accounted for at the
time a transaction is completed with appropriate pro
visions for uncollectible accounts.

To recognize revenue when the right to return the prod
uct exists (FASB No. 48), all of the following conditions
must be met:
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■ The seller's price to the buyer is substantially fixed or
determinable at the date of sale.
■ The buyer has paid the seller, or the buyer is
obligated to pay the seller, and the obligation is not
contingent on resale of the product.
■ The buyer's obligation to the seller would not be
changed in the event of theft, physical destruction, or
damage of the product.
■ The buyer acquiring the product for resale has eco
nomic substance apart from that provided by the seller.
■ The seller does not have significant obligations for
future performance to directly bring about resale of
the product by the buyer.
■ The amount of future returns can be reasonably
estimated.

If sales revenues are recognized because the previous
conditions are met, any costs or losses that may be
expected in connection with any returns shall be
accrued in accordance with FASB No. 5, Accounting for
Contingencies. Sales revenues and costs of sales shall
be reduced to reflect estimated returns.
Factors that may impair the ability to make a reasonable
estimate of returns (FASB No. 48) include—

■ The susceptibility of the product to significant exter
nal factors, such as technological obsolescence or
changes in demand.
■ Relatively long periods in which a particular product
may be returned.
■ Absence of historical experience with similar
products, or inability to apply such experience
because of changing circumstances.
■ Absence of a large volume of relatively homogene
ous transactions.

Basic methods of recognizing revenue from service
transactions, all of which are based on performance
(performance is the execution of a defined act or acts or
occurs with the passage of time) include—

■ The specific performance method. Performance con
sists of the execution of a single act, and revenue
should be recognized when the act takes place. As to
cost recognition, all initial indirect costs and direct
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costs should be charged to expense at the time
revenues are recognized. Indirect costs should be
charged to expense as incurred.

■ The proportional performance method. Performance
consists of the execution of more than one act,
and revenue should be recognized based on the
proportionate performance of each act. As to cost
recognition, direct costs should be charged to
expense as incurred. Initial direct costs should be
deferred and allocated over the term of services in
proportion to the recognition of service revenue.
Indirect costs should be charged to expense as
incurred.

■ The completed performance method. If services are
performed in more than a single act, the proportion
of services to be performed in the final phase may be
so significant in relation to the service transaction
taken as a whole that performance cannot be
deemed to have taken place until execution of that
act. Revenue should be recognized when that act
takes place. As to costs, all initial indirect costs and
direct costs should be charged to expense at the time
revenues are recognized. Indirect costs should be
charged to expense as incurred.
■ The collection method. If there is a significant degree
of uncertainty surrounding realization of service
revenue, revenue should not be recognized until col
lected. As to costs, all costs (initial direct, direct, and
indirect) should be charged to expense as incurred.
The types of costs incurred in connection with service
transactions are as follows:
■ Initial direct costs—costs incurred that are directly
associated with negotiating and consummating serv
ice agreements
■ Direct costs—costs that have a clearly definable
beneficial or causal relation to the services performed
or to the level of services performed for a group of
customers
■ Indirect costs—all costs other than initial direct costs
and direct costs
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CONTINGENCY LOSS RECOGNITION
An estimated loss from a loss contingency should be
accrued by a charge to income (FASB No. 5) when both
of the following conditions are met:
■ Information available prior to issuance of the finan
cial statements indicates that it is probable that an
asset has been impaired or a liability has been
incurred at the date of the financial statements. It is
implicit in the condition that it must be probable that
one or more future events will occur confirming the
fact of the loss.
■ The amount of the loss can be reasonably estimated.

If no accrual is made for a loss contingency because one
or both of the above conditions are not met, disclosure
of the contingency shall be made when there is at least
a reasonable possibility that a loss or an additional loss
may have been incurred.
Terms used in Accounting for Contingencies (FASB No. 5)
are defined as follows:
■ Probable—the future event or events are likely to occur
■ Reasonably possible—the chance of the future event
or events occurring is more than remote but less than
likely
■ Remote—the chance of the future event or events
occurring is slight
■ Contingency—an existing condition, situation, or set
of circumstances involving uncertainty as to gain
or loss

Gain contingencies shall be disclosed according to
FASB No. 5 and ARB 50 as follows:
■ Contingencies that might result in gains usually are
not reflected in the accounts because to do so might
be to recognize revenue prior to its realization.
■ Adequate disclosure shall be made of contingencies
that might result in gains, but care shall be exercised
to avoid misleading implications as to the likelihood
of realization.
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ACCOUNTING AND DISCLOSURES CONCERNING
LACK OF INSURANCE COVERAGE
Accounting for self-insurance according to FASB No. 5 is
as follows:

■ Because future risk for loss does not meet the criteria
calling for an impairment of an asset or an incurring of
a liability at the statement date, accruals are not
required. However, FASB No. 5 does not discourage
disclosure of unusual risks in appropriate circum
stances.
■ In a 1987 report, the Task Force on Disclosure of
Insurance (a body under the Accounting Standards
Executive Committee) encouraged the disclosure of
uninsured risk.

DISCLOSURE OF INFORMATION ABOUT
FINANCIAL INSTRUMENTS WITH OFF-BALANCESHEET RISK AND FINANCIAL INSTRUMENTS
WITH CONCENTRATIONS OF CREDIT RISK

FASB No. 105, Disclosure of Information about Financial
Instruments with Off-Balance-Sheet Risk and Financial
Instruments with Concentrations of Credit Risk, states
*:
This Statement establishes requirements for all entities
to disclose information principally about financial
instruments with off-balance-sheet risk of accounting
loss. It is the product of the first phase on disclosure of
information about financial instruments. This first phase
focuses on information about the extent, nature, and
terms of financial instruments with off-balance-sheet
credit or market risk and about concentrations of credit
risk for all financial instruments. Subsequent phases
will consider disclosure of other information about
financial instruments. The disclosure phases are interim
steps in the Board's project on financial instruments
and off-balance-sheet financing. Recognition and
measurement issues are currently being considered in
other phases of the project.
This Statement extends present disclosure practices of
some entities for some financial instruments by requiring
*Copyright © 1990 by the Financial Accounting Standards
Board. Reprinted with permission. Copies of this Statement
can be obtained by calling the FASB Order Department at
(203) 847-0700, ext. 10.
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all entities to disclose the following information about
financial instruments with off-balance-sheet risk of
accounting loss:

■

The face, contract, or notional principal amount

■

The nature and terms of the instruments and a
discussion of their credit and market risk, cash
requirements, and related accounting policies.

■

The accounting loss the entity would incur if any
party to the financial instrument failed completely to
perform according to the terms of the contract and
the collateral or other security, if any, for the amount
due proved to be of no value to the entity

■

The entity's policy for requiring collateral or other secu
rity on financial instruments it accepts and a description
of collateral on instruments presently held.

This Statement also requires disclosure of information
about significant concentrations of credit risk from an
individual counterparty or groups of counterparties for
all financial instruments.

This Statement is effective for financial statements
issued for fiscal years ending after June 15,1990.

DISCLOSURES ABOUT FAIR VALUE OF
FINANCIAL INSTRUMENTS

In December 1991, the FASB issued FASB No. 107,
Disclosures about Fair Value of Financial Instruments.
This Statement requires companies to disclose the fair
value of all financial instruments, whether or not recog
nized in the balance sheet. It defines fair value as the
amount at which the instrument could be exchanged in
a current transaction between willing parties, other
than a forced or liquidation sale. The quoted price for a
single trading unit in the most active market is the basis
for determining market price and reporting fair value.
Therefore, quoted market price multiplied by the number
of trading units equals the fair value to be disclosed.
The Statement is effective for financial statements
issued for fiscal years ending after December 15, 1992
or after December 15, 1995 for entities with less than
$150 million in total assets in the current balance sheet.
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LISTING OF CURRENT SASs
The Statements of Auditing Standards (SASs) still in
effect are as follows:
Section
in AICPA
Professional
Standards

No.

Date
Issued

7

10/75

Communications Between Prede
cessor and Successor Auditors

315

8

12/75

Other Information in Docu
ments Containing Audited
Financial Statements

550

11

12/75

Using the Work of a Specialist

336

12

1/76

Inquiry of a Client's Lawyer
Concerning Litigation, Claims,
and Assessments

337

19

6/77

Client Representations

333

21

12/77

Segment Information

435

22

3/78

Planning and Supervision

311

25

11/79

The Relationship of Generally
Accepted Auditing Standards
to Quality Control Standards

161

26

11/79

504

29

7/80

Association With Financial
Statements
Reporting on Information
Accompanying the Basic Fin
ancial Statements in AuditorSubmitted Documents

30

7/80

Reporting on Internal Account
ing Control

551

642

31

8/80

Evidential Matter

326

32

10/80

Adequacy of Disclosures of
Financial Statements

431

35

4/81

Special Reports—Applying
Agreed-Upon Procedures to
Specified Elements, Accounts,
or Items of a Financial
Statement

622

37

4/81

Filings Under Federal Securities
Statutes

711

39

6/81

Audit Sampling

350

35
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Section
in AICPA
Professional
Standards

No.

Date
Issued

41

4/82

Working Papers

339

42

9/82

Reporting on Condensed
Financial Statements and
Selected Financial Data

552

43

8/82

Omnibus Statement on Audit
ing Standards

Various

45

8/83

Omnibus Statement on Auditing
Standards—1983

Various

46

9/83

Consideration of Omitted
Procedures After the Report
Date

390

47

12/83

Audit Risk and Materiality in
Conducting an Audit

312

48

7/84

The Effects of Computer
Processing on the Examina
tion of Financial Statements

Various

49

9/84

Letters for Underwriters

634

50

7/86

Reports on the Application of
Accounting Principles

625

51

7/86

Reporting on Financial State
ments Prepared for Use in
Other Countries

534

52

4/88

Omnibus Statement on Auditing
Standards—1987

Various

53

4/88

316

54

4/88

The Auditor's Responsibility to
Detect and Report Errors and
Irregularities
Illegal Acts by Clients

55

4/88

Consideration of the Internal
Control Structure in a Finan
cial Statement Audit

319

56

4/88

Analytical Procedures

329

57

4/88

Auditing Accounting Estimates

342

58

4/88

Reports on Audited Financial
Statements

508

59

4/88

The Auditor's Consideration of
an Entity's Ability to Continue
as a Going Concern

341

60

4/88

Communication of Internal
Control Structure Related
Matters Noted in an Audit

325

61

4/88

Communication With Audit
Committees

380

62

4/89

Special Reports

623

317
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Section
in AICPA
Professional
Standards

No.

Date
Issued

64

12/90

Omnibus Statement on Audit
ing Standards—1990

Various

65

4/91

The Auditor's Consideration of
the Internal Audit Function
in an Audit of Financial
Statements

322

67

11/91

The Confirmation Process

68

12/91

Compliance Auditing Applica
ble to Governmental Entities
and Other Recipients of
Governmental
Financial
Assistance

330
801

69

1/92

The Meaning of Present Fairly
in Conformity With Gener
ally Accepted Accounting
Principles in the Indepen
dent Auditor's Report

411

70

4/92

Reports on the Processing of
Transactions by Service
Organizations

324

71

5/92

interim Financial Information

722

A listing of the Statements of Position (SOPs) issued
by the Auditing Standards Division is contained in
chapter 16, pages 297-299.

ACCEPTANCE OF A CLIENT
The first step is the determination of whether to accept
an engagement. This decision is made by—

■ Ascertaining that the firm is independent of the client.
This is accomplished by reviewing the AICPA Code of
Professional Conduct, which is outlined in the AICPA
Professional Standards, vol. 2, ET sec. 100.
■ Determining that the firm has the expertise to per
form the engagement. Evaluate whether the firm has
the requisite knowledge of the industry in which the
client operates (not-for-profit, banking, etc.). Then
determine if the firm has the staff necessary to per
form the engagement.
■ Contacting any predecessor auditor (accountant) to
ascertain whether there are any circumstances of
which the potential auditor should be aware. SAS No. 7
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requires communication between the predecessor
and successor auditors. The successor auditor should
make specific and reasonable inquiries of the
predecessor auditor regarding matters that the succes
sor believes will assist in determining whether to accept
the engagement. The inquiries should include specific
questions about—
— Facts that might bear on the integrity of
management.
— Disagreements with management over accounting
principles, auditing procedures, or other similarly
significant matters.
— The predecessor's understanding of the reasons
for the change of auditors.
■ Determining that the client is auditable. Two primary
considerations in evaluating the auditability of a cli
ent are the adequacy of the accounting records and
the integrity of management. To determine the latter,
it is important to discuss with the prospective client
the scope of the work to be performed in order to
issue an opinion on the financial statements. From
discussions with the prospective client, the auditor
can acquire a feeling for management's integrity. To
determine the adequacy of the accounting records,
the auditor should perform a cursory review of the
operations and ascertain the procedures performed
by the organization's personnel.

ENGAGEMENT PLANNING
Engagement planning, addressed in the AICPA Code of
Professional Conduct as well as in the first standard of
fieldwork of generally accepted auditing standards
(GAAS), is a required procedure for all audits. Engage
ment planning requires the auditor to—
■ Obtain an understanding of the internal control
structure of the entity and assess control risk.
■ Perform appropriate analytical procedures.
■ Assess risk of material misstatement.

The auditor, in the planning stage of an engagement,
should (1) establish, in writing, an agreement with the
client, (2) make a preliminary judgment about the
materiality level, (3) prepare the audit program, which will
be based on the internal control structure evaluation

Auditing/ 39
(see following) as well as the judgment about materiality,
and (4) assign the necessary staff to the engagement.
Many planning checklists are available for this phase
of the engagement, and it is suggested that they be
prepared, reviewed, and filed with the engagement
workpapers.

Understanding the Internal Control Structure
The internal control structure for an audit engagement
comprises three specific elements: control environment,
accounting system, and control procedures. In accor
dance with SAS No. 55, Consideration of the Internal
Control Structure in a Financial Statement Audit, “In all
audits, the auditor should obtain a sufficient under
standing of each of the three elements to plan the audit
by performing procedures to understand the design of
policies and procedures relevant to audit planning and
whether they have been placed in operation."
The understanding of the internal control structure
must be documented in the workpapers. The extent of
the documentation depends on the size and complexity of
the entity and its internal control structure. However,
the documentation should be sufficient to demonstrate
an understanding of the important elements of the
internal control structure (sales, accounts receivable,
accounts payable, etc.).
If the firm decides to assess control risk at the maxi
mum, the documentation of the understanding is all
that is required. However, if the firm plans on assessing
control risk at less than the maximum, this basis for the
assessment must be documented, and tests related to
this assessment must be performed.

Analytical Procedures
Analytical procedures, required by SAS No. 56, Analytical
Procedures, should be used in the planning of an audit as
well as in the overall review phase of an audit. The ana
lytical procedures in planning an audit focus on—
■ Enhancing the auditor's understanding of the client's
business.
■ Enhancing the auditor's understanding of the trans
actions and events that have occurred since the last
audit date.
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■ Identifying areas that may represent risks relevant to
the audit.
Analytical procedures that may be used in planning
include—

■ Reviewing changes in account balances from prior
year to current year.
■ Ratio analysis.
■ Scanning the general ledger for unusual entries.
The analytical review procedures in the overall review
stage are used to assist the auditor in assessing the audit
conclusions reached and in evaluating the overall financial
statement presentation. Items that should be consid
ered in the overall review of the financial statements
include the following:

■ Review once more the comparisons with prior
periods. Determine that the amounts appear
reasonable when taken together with the knowledge
obtained during the audit.
■ Perform any additional analytical procedures that
were not performed during planning.
■ Identify significant unexpected fluctuations and
other unusual items.
■ Evaluate whether all significant unexpected fluctua
tions have been adequately explained.
■ Reevaluate the client as a going concern.

Assessing Risk of Material Misstatement
Using knowledge obtained through understanding the
internal control structure in which the client operates
and the analytical procedures the auditor considered
necessary to perform to plan the audit, the auditor is
now prepared to assess the risk of material misstatement.
The auditor should plan the audit so that audit risk
will be limited to a level that is, in his or her professional
judgment, appropriate for issuing an opinion on the
financial statements. Audit risk may be assessed in
quantitative terms or nonquantitative terms. The audi
tor plans the audit to obtain reasonable assurance of
detecting misstatements that he or she believes could
be large enough, individually or in the aggregate, to be

Auditing/ 41
quantitatively material to the financial statements.
Although the auditor should be alert for misstatements
that could be material, it ordinarily is not practical to
design procedures to detect them.
Financial statements are materially misstated when
they contain misstatements whose effect, individually
or in the aggregate, is important enough to cause them
not to be presented fairly, in all material respects, in
conformity with GAAP. Misstatements result from mis
applications of GAAP or other comprehensive basis of
accounting (OCBOA), departures from fact, or omis
sions of necessary information.
The auditor's consideration of materiality is a matter
of professional judgment and is influenced by his or her
perception of the needs of a reasonable person who will
rely on the financial statements. Therefore, the auditor
must determine what is material for each client.

AUDIT PROGRAM
To express an opinion on the financial statements, the
auditor must obtain evidence that the financial state
ments present fairly, in all material respects, an entity's
financial position, results of operations, and cash flows
in conformity with GAAP (or OCBOA). This conclusion
may be expressed only when the auditor has formed an
opinion on the basis of an audit performed in accordance
with GAAS.
To enable the auditor to express an opinion on the
financial statements, an audit program should be
designed describing the evidence-gathering steps to be
used in the audit. These steps should be carefully
designed and involve the three major considerations,
namely, the nature, timing, and extent of the audit tests.
In order to design an audit program that is efficient
and effective, the auditor should—
■ Identify the client's assertions regarding each material
component of the financial statements. Financial
statement assertions represent—
— Existence or occurrence. Reported assets and lia
bilities actually exist at the balance sheet date, and
transactions reported in the income statement
actually occurred during the period covered.
— Completeness. All transactions and accounts that
should be included in the financial statements are

42/ 1993 Accounting & Auditing Reference

■
■

■

■

■

included, or there are no undisclosed assets, lia
bilities, or transactions.
— Rights and obligations. The company owns and
has clear title to assets, and liabilities are obliga
tions of the company.
— Valuation or allocation. The assets and liabilities
are valued properly, and the revenues and
expenses are measured properly.
— Presentation and disclosure. The assets, liabilities,
revenues, and expenses are properly classified,
described, and disclosed in the financial statements.
Consider the risk of material misstatement.
Establish specific audit objectives relating to the
assertions in the financial statements. For example,
"Assertion—existence or occurrence for inventory;
Objective—inventories included in the balance sheet
physically exist."
Determine that the audit procedures to be performed
do accomplish the audit objective. For example,
"Objective—inventories included in the balance
sheet physically exist; Audit procedure—perform a
physical inventory."
Determine when to perform the audit procedure. For
example, "Audit procedure—perform a physical inven
tory; When to perform—at the balance-sheet date."
Determine how many items to apply audit proce
dures to. For example, "Amount of the inventory to
physically test count—10 percent."

Types of Audit Procedures
Auditors perform four types of tests during the course
of an audit:

1. Analytical procedures. These are used for the fol
lowing purposes:
■ To assist the auditor in planning the nature, tim
ing, and extent of other auditing procedures
■ As a substantive test to obtain evidential matter
about particular assertions related to account
balances or classes of transactions
■ As an overall review of the financial information
in the final review stage of the audit
Analytical procedures involve comparisons of
recorded amounts or ratios developed from
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recorded amounts to expectations developed by
the auditor, review of entries to general ledger
accounts to what is expected to be posted to
specific accounts, etc.

2. Inquiry and observation procedures. These are
used when the internal control policies and proce
dures leave no audit trail of documentary evidence.
3. Tests of transactions. These consist of the examina
tion of the documents and accounting records
involved in the processing of specific transactions.
Tests of transactions can be substantive testing as
well as control testing.
■ The substantive objective of tests of transactions is
accomplished when the auditor examines trans
action documentation to determine if dollar
misstatements exist in a balance.
■ Tests of controls are accomplished when the
auditor examines transaction documentation to
determine if the internal control structure poli
cies and procedures have been applied as
prescribed.

4. Tests of balances. These consist of examination of
evidential matter directly supporting the ending
balance in an account. Tests of balances are sub
stantive tests designed to identify misstatements by
a direct test of the ending balance rather than by
testing the transactions that make up that balance.

EVALUATION OF AUDIT RESULTS

After all the planned audit procedures are performed,
the auditor must determine if the planned reliance on
the internal control structure, the results of the analyti
cal procedures, and the other substantive and control
tests performed have provided reasonable assurance to
issue an unqualified opinion. If the auditor cannot
issue an unqualified opinion, he or she must determine
which remedy to take:

■

Expand the audit procedures to enable the auditor to
issue an unqualified opinion.

■
■
■

Issue a qualified opinion.
Issue a disclaimer of opinion.
Issue an adverse opinion.
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This decision is left to the judgment of the auditor. The
auditor performed the procedures necessary in conduct
ing the audit; therefore, it is the auditor's responsibility
to appropriately evaluate the results of his or her
procedures.

SELECTED SAMPLE LETTERS
Audit Engagement Leading to Opinion

[Letterhead]

(Date)

Mr. Thomas Thorp, President
(Company name and address)

Dear Mr. Thorp:

This will confirm our understanding of the arrangements
for our audit of the financial statements of (company
name) for the year(s) ending (date).

We will audit the Company's balance sheet at (date), and
the related statements of income, retained earnings, and
cash flows for the year(s) then ended, for the purpose of
expressing an opinion on them. The financial statements
are the responsibility of the Company's management.
Our responsibility is to express an opinion on the financial
statements based on our audit.
We will conduct our audit in accordance with generally
accepted auditing standards. Those standards require that
we plan and perform the audit to obtain reasonable assur
ance that the financial statements are free of material
misstatements. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures
in the financial statements. An audit also includes assess
ing the accounting principles used and significant esti
mates made by management, as well as evaluating the
overall financial statement presentation. We believe that
our audit will provide a reasonable basis for our opinion.

Our procedures will include tests of documentary evi
dence supporting the transactions recorded in the
accounts, tests of the physical existence of inventories,
and direct confirmation of receivables and certain other
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assets and liabilities by correspondence with selected
customers, creditors, legal counsel, and banks. At the
conclusion of our audit, we will request certain written
representations from you about the financial statements
and matters related thereto.

Our audit is subject to the inherent risk that material
errors and irregularities, including fraud or defalcations, if
they exist, will not be detected. However, we will inform
you of irregularities that come to our attention, unless
they are inconsequential.
If you intend to publish or otherwise reproduce the finan
cial statements and make reference to our firm, you agree
to provide us with printers' proofs or masters for our
review and approval before printing. You also agree to
provide us with a copy of the final reproduced material
for our approval before it is distributed.

We will review the Company's federal and state (identify
states) income tax returns for the fiscal year ended (date).
These returns, we understand, will be prepared by the
controller.
Further, we will be available during the year to consult
with you on the tax effects of any proposed transactions
or contemplated changes in business policies.
Our fee for these services will be at our regular per diem
rates, plus travel and other out-of-pocket costs. Invoices
will be rendered every two weeks and are payable on
presentation.

We are pleased to have this opportunity to serve you.

If this letter correctly expresses your understanding,
please sign the enclosed copy where indicated and
return it to us.
*

*Some accountants prefer not to obtain an acknowledgment, in
which case their letter would omit the paragraph beginning "If
this letter..." and the spaces for the acknowledgment. The
first paragraph of their letter might begin as follows: "This let
ter sets forth our understanding of the terms and objectives of
our audit...."
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Very truly yours,
(Name)

Partner
APPROVED:
By----------------------------------Date__________________

Client’s Representations

[Client's letterhead]
(Date of Auditor's Report)

(To Independent Auditor):
In connection with your audit of the (identification of
financial statements) of (name of client) as of (date) and
for the (period of audit) for the purpose of expressing
an opinion as to whether the (consolidated) financial
statements present fairly, in all material respects, the
financial position, results of operations, and cash flows
of (name of client) in conformity with generally
accepted accounting principles (other comprehensive
basis of accounting), we confirm, to the best of our
knowledge and belief, the following representations
made to you during your audit.

We are responsible for the fair presentation in the
(consolidated) financial statements of financial
position, results of operations, and cash flows in
conformity with generally accepted accounting
principles (other comprehensive basis of accounting).
2. We have made available to you all—
a. Financial records and related data.
b. Minutes of the meetings of stockholders, direc
tors, and committees of directors, or summaries
of actions of recent meetings for which minutes
have not yet been prepared.
3. There have been no—
a. Irregularities involving management or
employees who have significant roles in the
internal control structure.
b. Irregularities involving other employees that
could have a material effect on the financial
statements.
1.
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4.

5.

6.

7.

8.

9.

10.

11.

12.

c. Communications from regulatory agencies con
cerning noncompliance with, or deficiencies
in, financial reporting practices that could have
a material effect on the financial statements.
We have no plans or intentions that may materially
affect the carrying value or classification of assets
and liabilities.
The following have been properly recorded or dis
closed in the financial statements:
a. Related-party transactions and related amounts
receivable or payable, including sales, pur
chases, loans, transfers, leasing arrangements,
and guarantees.
b. Capital stock repurchase options or agree
ments or capital stock reserved for options,
warrants, conversions, or other requirements.
c. Arrangements with financial institutions involving
compensating balances or other arrangements
involving restrictions on cash balances and
lines-of-credit or similar arrangements.
d. Agreements to repurchase assets previously sold.
There are no—
a. Violations or possible violations of laws or regu
lations whose effects should be considered for
disclosure in the financial statements or as a
basis for recording a loss contingency.
b. Other material liabilities or gain or loss contingen
cies that are required to be accrued or disclosed
by Statement of Financial Accounting Standards
No. 5.
There are no unasserted claims or assessments that
our lawyer has advised us are probable of assertion
and must be disclosed in accordance with State
ment of Financial Accounting Standards No. 5.
There are no material transactions that have not
been properly recorded in the accounting records
underlying the financial statements.
Provision, when material, has been made to reduce
excess or obsolete inventories to their estimated
net realizable value.
The company has satisfactory title to all owned
assets, and there are no liens or encumbrances on
such assets, nor has any asset been pledged.
Provision has been made for any material loss to be
sustained in the fulfillment of, or from inability to
fulfill, any sales commitments.
Provision has been made for any material loss to be
sustained as a result of purchase commitments for
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inventory quantities in excess of normal require
ments or at prices in excess of the prevailing market
prices.
13. We have complied with all aspects of contractual
agreements that would have a material effect on the
financial statements in the event of noncompliance.
14. No events have occurred subsequent to the balancesheet date that would require adjustment to, or
disclosure in, the financial statements.

(Name of chief executive officer and title)

(Name of chief financial officer and title)
NOTE TO USER: This illustration is only one example of a
representation letter. Alternate wording is permissible,
and it may be advisable to tailor the letter to the needs
of the engagement.

Illustrative Inquiry Letter to Legal Counsel1

[Client's letterhead]
(Date)

(Name and address of lawyer)
Dear (Name of lawyer):
In connection with an audit of our financial statements
at (balance-sheet date) and for the (period) then ended,
management of the Company has prepared, and fur
nished to our auditors (name and address of auditors), a
description and evaluation of certain contingencies,
including those set forth below involving matters with
respect to which you have been engaged and to which
1If a client has not needed to retain legal counsel, the auditor
may express an unqualified opinion on the financial statements
even though he or she has not obtained a letter from legal
counsel of the company. In these circumstances, the auditor
should obtain written representation from the company that
legal counsel has not been retained for matters concerning
business operations that may involve current or prospective
litigation (see AICPA, Technical Practice Aids, section 8340.10).
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you have devoted substantive attention on behalf of the
Company in the form of legal consultation or represen
tation. These contingencies are regarded by management
of the company as material for this purpose (management
may indicate a materiality limit if an understanding has
been reached with the auditor). Your response should
include matters that existed at (balance-sheet date) and
during the period from that date to the date of your
response.
Pending or Threatened Litigation (excluding unasserted
claims)
[Ordinarily the information would include the follow
ing: (1) the nature of the litigation, (2) the progress of the
case to date, (3) how management is responding or
intends to respond to the litigation (for example, to contest
the case vigorously or to seek an out-of-court settle
ment), and (4) an evaluation of the likelihood of an
unfavorable outcome and an estimate, if one can be
made, of the amount or range of potential loss.]

Please furnish to our auditors such explanation, if any,
that you consider necessary to supplement the foregoing
information, including an explanation of those matters
as to which your views may differ from those stated and
an identification of the omission of any pending or
threatened litigation, claims, and assessments or a state
ment that the list of such matters is complete.
Unasserted Claims and Assessments (considered by
management to be probable of assertion, and that, if
asserted, would have at least a reasonable possibility of an
unfavorable outcome)
[Ordinarily management's information would include
the following: (1) the nature of the matter, (2) how
management intends to respond if the claim is asserted,
and (3) an evaluation of the likelihood of an unfavorable
outcome and an estimate, if one can be made, of the
amount or range of potential loss.]

Please furnish to our auditors such explanation, if any,
that you consider necessary to supplement the foregoing
information, including an explanation of those matters
about which your views may differ from those stated.
We understand that whenever, in the course of performing
legal services for us with respect to a matter recognized
to involve an unasserted possible claim or assessment
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that may call for financial statement disclosure, if you
have formed a professional conclusion that we should
disclose or consider disclosure concerning such possible
claim or assessment, as a matter of professional respon
sibility to us, you will so advise us and will consult with
us concerning the question of such disclosure and the
applicable requirements of Statement of Financial
Accounting Standards No. 5. Please specifically confirm
to our auditors that our understanding is correct.
Please specifically identify the nature of and reasons for
any limitation on your response.
[The auditor may request the client to inquire about
additional matters, for example, unpaid or unbilled
charges or specified information on certain contractually
assumed obligations of the company, such as guaran
tees of indebtedness of others.]

Very truly yours,
(Authorized signature of client)
NOTES TO USER:

(1) Auditors should carefully consider the provisions of
SAS No. 12 in drafting this letter (AICPA, Professional
Standards, vol. 1, AU sec. 337A.01).
(2)Sending of this letter should be timed so that the
lawyer's response is dated as close to the auditor's
opinion date as practicable. However, the auditor
and client should consider early mailing of a draft
inquiry as a convenience for the lawyer in preparing
a timely response to the formal inquiry letter.
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AUDITORS’ REPORTS

Statement on Auditing Standards (SAS) No. 58, Reports
on Audited Financial Statements, was issued by the
Auditing Standards Board in April 1988 and was effective
for reports issued (or reissued) on or after January 1,
1989. As a result of SAS No. 58, the following changes to
the standard auditor's report were made:
■ A middle paragraph was added to the standard
unqualified report to provide a brief explanation of
what an audit entails.
■ The reference to consistency regarding the applica
tion of generally accepted accounting principles
between reporting periods is required only when
there is an exception.
■ The "subject to" opinion regarding material uncer
tainties was eliminated and replaced with alternative
guidance.

ADDRESSING THE REPORT

The auditor addresses the report to the client who
retained the auditor's service.
Reports on financial statements are usually addressed
to the board of directors and stockholders.
When the client is not incorporated, the circum
stances will dictate how the report should be
addressed. For example, the report may be addressed to
the partners, to the general partner, or to the proprietor.
DATING THE REPORT

The date on the auditor's report indicates the date the
auditor completed the fieldwork on the most recent
financial statements on which the opinion is based.
Report dating involves additional considerations when
the auditor becomes aware of significant events that
occurred after completion of fieldwork but before issu
ance of the report, or when a report on prior year financial
statements is reissued.
When an event that is disclosed in the financial state
ments occurs after completion of fieldwork but before
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issuance of the report, the auditor may use "dual dating."
For example, if fieldwork has been completed on February
15,19X1, the auditor would date the report, "February 15,
19X1, except for Note 10 for which the date is March 1,
19X1." In this instance, the auditor's responsibility for
events occurring after February 15,19X1, is limited to the
specific event referred to in Note 10.
The auditor may also date the report March 1,19X1;
that, however, would extend the auditor's responsibility
for all subsequent events to March 1,19X1.
When an auditor, as a predecessor, reissues a report
on prior year financial statements for presentation with
the report of a successor auditor on current year financial
statements, the predecessor would use the date of the
previous report on the reissued report to avoid the
implication that the auditor has performed any addi
tional fieldwork.
If the predecessor auditor revises the report or if the
financial statements are restated, the auditor would
dual date the report.

AUDITOR’S STANDARD REPORT
Comparative Financial Statements

Independent Auditor's Report

(Addressee):
We have audited the accompanying balance sheets of X
Company as of December 31, 19X2 and 19X1, and the
related statements of income, retained earnings, and
cash flows for the years then ended. These financial
statements are the responsibility of the Company's
management. Our responsibility is to express an opin
ion on these financial statements based on our audits.
We conducted our audits in accordance with generally
accepted auditing standards. Those standards require
that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are
free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles
used and significant estimates made by management,
as well as evaluating the overall financial statement
presentation. We believe that our audits provide a
reasonable basis for our opinion.
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In our opinion, the financial statements referred to
above present fairly, in all material respects, the financial
position of X Company as of (at) December 31,19X2 and
19X1, and the results of its operations and its cash flows
for the years then ended in conformity with generally
accepted accounting principles.

(Signature)
(Date)

Single-Year Financial Statements
Independent Auditor's Report
(Addressee):

We have audited the accompanying balance sheet of X
Company as of December 31, 19XX, and the related
statements of income, retained earnings, and cash flows
for the year then ended. These financial statements are
the responsibility of the Company's management. Our
responsibility is to express an opinion on these financial
statements based on our audit.
We conducted our audit in accordance with generally
accepted auditing standards. Those standards require
that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are
free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles
used and significant estimates made by management,
as well as evaluating the overall financial statement
presentation. We believe that our audit provides a
reasonable basis for our opinion.
In our opinion, the financial statements referred to
above present fairly, in all material respects, the financial
position of X Company as of (at) December 31,19XX, and
the results of its operations and its cash flows for the
year then ended in conformity with generally accepted
accounting principles.

(Signature)
(Date)
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Explanatory Paragraph Added to the Auditor’s
Standard Unqualified Opinion
An explanatory paragraph generally follows the opinion
paragraph and is generally not referred to in the scope
or opinion paragraphs of the report. Examples include—
■ A material change in the application of accounting
principles or other changes in consistency between
periods with which the auditor concurs, including
the correction of an error in the application of
accounting principles.
■ Uncertainties concerning future events.
■ A going-concern uncertainty.
■ Unusual application of accounting principles to pre
vent the financial statements from being misleading.
■ Emphasis of a significant matter concerning the
financial statements, such as a subsequent event.

UNQUALIFIED OPINION

Explanatory Paragraph for a Change in Accounting
Principles or Method of Accounting

Independent Auditor's Report
(Addressee):
[Same first three paragraphs as the standard report]

As discussed in Note X to the financial statements, the
company changed its method of computing deprecia
tion in 19XX.
OBSERVATIONS:

(A) When using an explanatory paragraph, the audi
tor's concurrence with a change in accounting
principle is implicit.
(B) If the change in accounting principle is not in con
formity with GAAP, or if management has not
provided reasonable justification for the change in
accounting principle, the auditor should qualify
his or her opinion.
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Explanatory Paragraph for an Uncertainty—Litigation
Independent Auditor's Report
(Addressee):
[Same first three paragraphs as the standard report]

As discussed in Note X to the financial statements, the
Company is a defendant in a lawsuit alleging infringement
of certain patent rights and claiming royalties and puni
tive damages. The Company has filed a counteraction,
and preliminary hearings and discovery proceedings on
both actions are in progress. The ultimate outcome of
the litigation cannot presently be determined. Accord
ingly, no provision for any liability that may result upon
adjudication has been made in the accompanying
financial statements.
OBSERVATIONS:

(A) The auditor should refer to SAS No. 58 for a discus
sion of materiality considerations and the degrees
of uncertainty regarding the likelihood of a mate
rial loss.
(B) If the auditor concludes that a matter involving an
uncertainty is not adequately disclosed in the
financial statements in accordance with GAAP, the
auditor should qualify the opinion or express an
adverse opinion.

Explanatory Paragraph for a Going-Concern Uncertainty

Independent Auditor's Report
(Addressee):
[Same first three paragraphs as the standard report]

The accompanying financial statements have been pre
pared assuming that the Company will continue as a
going concern. As discussed in Note X to the financial
statements, the Company has suffered recurring losses
from operations and has a net capital deficiency that
raises substantial doubt about its ability to continue as
agoing concern. Management's plans in regard to these
matters are also described in Note X. The financial state
ments do not include any adjustments that might result
from the outcome of this uncertainty.
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OBSERVATIONS:

(A) This report includes an explanatory paragraph to
describe an uncertainty about an entity's ability to
continue as a going concern and refers to manage
ment's discussion within the notes to the financial
statements.

(B) If the auditor believes the client's disclosures to be
inadequate, he or she should issue a qualified or
adverse opinion on the financial statements as a
whole.
(C) Alternatively, if the client's disclosure is adequate but
the auditor believes the uncertainty is too perva
sive, the auditor may wish to disclaim an opinion.

(D) SAS No. 64 requires auditors to use the specific
words substantial doubt and going concern.

ISSUING A QUALIFIED OPINION OR
DISCLAIMING AN OPINION AS A RESULT
OF A SCOPE LIMITATION
The auditor's decision to qualify an opinion or disclaim
an opinion as a result of a scope limitation depends on
the assessment of the relative importance of the omitted
audit procedures and the ability to form an opinion on
the presentation of the financial statements as a whole.
When a qualified opinion results from a limitation on
the scope of the audit, the situation must be described
in an explanatory paragraph preceding the opinion
paragraph and referred to in both the scope and opinion
paragraphs of the auditor's report.
Common scope limitations include—

■ Inability to observe physical inventories.
■ Inability to confirm accounts receivable directly with
debtors.
■ Inability to audit significant long-term investments,
such as investments in foreign affiliates.
■ Restrictions on management representations or
attorney representations.
When disclaiming an opinion because of a scope limi
tation, the auditor should indicate in a separate paragraph
the reasons why the audit was not in accordance with
GAAS and state that the scope of the audit was insuf
ficient to warrant the expression of an opinion. The
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second paragraph of the standard report should be
omitted.
Qualified Opinion Due to Scope Limitation—Inability to
Obtain Sufficient Competent Evidential Matter

Independent Auditor's Report
(Addressee):
[Same first two paragraphs as the standard report, except
second paragraph begins, "Except as discussed in the
following paragraph,..

We were unable to obtain audited financial statements
supporting the Company's investment in a foreign affili
ate stated at $____ and $_____ at December 31,19X2
and 19X1, respectively, or its equity in earnings of that
affiliate of $____ and $_____ , which is included in net
income for the years then ended as described in Note X
to the financial statements; nor were we able to satisfy
ourselves as to the carrying value of the investment in
the foreign affiliate or the equity in its earnings by apply
ing other auditing procedures.
In our opinion, except for the effects of such adjust
ments, if any, as might have been determined to be
necessary had we been able to examine evidence
regarding the foreign affiliate investment and earnings,
the financial statements referred to in the first para
graph above present fairly, in all material respects, the
financial position of X Company as of December 31,19X2
and 19X1, and the results of its operations and its cash
flows for the years then ended in conformity with gener
ally accepted accounting principles.

(Signature)
(Date)
OBSERVATIONS:

(A)

(B)

In this example, the auditor has determined that the
scope limitation on the audit procedures regarding
the company's foreign affiliate did not affect the over
all presentation of the financial statements to the
extent that would require the auditor to disclaim
rendering an opinion on the entire presentation.
This determination will usually take into consider
ation the following factors:
■ The company's internal control structure and
the integrity of management
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■ The nature and materiality of the dollar
amounts in question and their significance to
the financial statements
■ The number of financial statement items affected

Disclaimer of Opinion Due to Scope Limitation—Inability
to Obtain Sufficient Competent Evidential Matter
Independent Auditor's Report

(Addressee):

We were engaged to audit the accompanying balance
sheets of X Company as of December 31,19X2 and 19X1,
and the related statements of income, retained earn
ings, and cash flows for the years then ended. These
financial statements are the responsibility of the Com
pany's management.
The Company did not make a count of its physical inven
tory in 19X2 or 19X1, stated in the accompanying financial
statements at $____ as of December 31, 19X2, and at
$____ as of December 31,19X1. Further, evidence sup
porting the cost of property and equipment acquired
prior to December 31,19X1, is no longer available. The
Company's records do not permit the application of
other auditing procedures to inventories or property
and equipment.

Since the Company did not take physical inventories
and we were not able to apply other auditing proce
dures to satisfy ourselves as to inventory quantities
and the cost of property and equipment, the scope of
our work was not sufficient to enable us to express, and
we do not express, an opinion on these financial
statements.
(Signature)
(Date)
OBSERVATIONS:

(A)

In this example, the scope limitation is so pervasive
as to require the auditor to refrain from issuing any
opinion.
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(B) The last sentence of the first paragraph of the
standard report is deleted, because of the scope
limitation, to eliminate the reference to the audi
tor's responsibility to express an opinion.

ISSUING A QUALIFIED OPINION OR ADVERSE
OPINION

In general, the auditor qualifies an opinion when the
financial statements contain a departure from GAAP,
the effect of which is material yet not so pervasive as to
require an adverse opinion.
When expressing a qualified opinion for a GAAP
departure, the auditor should—
■ Disclose all substantive reasons in a paragraph
preceding the opinion paragraph.
■ Also disclose the principal effects of the subject matter
of the qualification on the financial position, results
of operations, and cash flows in the discussion or
refer to the note in the financial statements that
quantifies this information.
■ Include in the opinion paragraph the appropriate
qualifying language such as except for and a refer
ence to the discussion in the preceding paragraph(s)
of the report.

When issuing an adverse opinion, the auditor should
include all the substantive reasons for this opinion and
quantify the impact on the financial statements in the
same manner as just described.
Examples of issues that would cause the auditor
either to qualify an opinion or to issue an adverse opin
ion include—

■ Departure from GAAP.
■ Changes in accounting principle with which the
auditor does not concur.
■ Inadequate disclosure.
■ Material errors, irregularities, or misstatements in the
financial statements that have not been revised.
■ Illegal acts by clients if financial statements are not
fairly stated.
■ Unresolved matters involving specialists.
■ Representations by management that cannot be sub
stantiated or refusal of management to provide written
representations.
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Qualified Opinion—Departure From GAAP When
Leases Are Not Capitalized

Independent Auditor's Report
(Addressee):
[Same first two paragraphs as the standard report]

The Company has excluded, from property and debt, in
the accompanying balance sheets, certain lease obliga
tions that, in our opinion, should be capitalized in order
to conform with generally accepted accounting principles.
If these lease obligations were capitalized, property
would be increased by $____ and $_____ , long-term
debt by $____ and $_____ , and retained earnings by
$____ and $_____ as of December 31,19X2 and 19X1,
respectively. Additionally, net income would be increased
(decreased) by $____ and $_____ , and earnings per
share would be increased (decreased) by $____ and
$____ , respectively, for the years then ended.

In our opinion, except for the effects of not capitalizing
certain lease obligations as discussed in the preceding
paragraph, the financial statements referred to above
present fairly, in all material respects, the financial posi
tion of X Company as of December 31, 19X2 and 19X1,
and the results of its operations and its cash flows for
the years then ended in conformity with generally
accepted accounting principles.
Adverse Opinion—Departures From GAAP When
Property, Plant, and Equipment Are Carried at
Appraisal Values and Deferred Income Taxes
Are Not Provided

Independent Auditor's Report
(Addressee):
[Same first two paragraphs as the standard report]

As discussed in Note X to the financial statements, the
Company carries its property, plant, and equipment
accounts at appraisal values and provides depreciation
on the basis of such values. Further, the Company does
not provide for income taxes with respect to differences
between financial income and taxable income arising
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because of the use, for income tax purposes, of the
installment method of reporting gross profit from
certain types of sales. Generally accepted accounting
principles require that property, plant, and equipment
be stated at an amount not in excess of cost, reduced by
depreciation based on such amount, and that deferred
income taxes be provided.

Because of the departures from generally accepted
accounting principles identified above, as of December
31, 19X2 and 19X1, inventories have been increased
$____ and $_____ by inclusion in manufacturing over
head of depreciation in excess of that based on cost;
property, plant, and equipment, less accumulated
depreciation, is carried at $____ and $_____ in excess
of an amount based on the cost to the Company; and
deferred income taxes of $____ and $_____ have not
been recorded, resulting in an increase of $____ and
$____ in retained earnings and in an appraisal surplus
of $____ and $_____ , respectively. For the years ended
December 31,19X2 and 19X1, the cost of goods sold has
been increased by $____ and $____ , respectively,
because of the effects of the depreciation accounting
referred to above, and deferred income taxes of $____
and $____ have not been provided, resulting in an
increase in net income of $____ and $____ , respectively.
In our opinion, because of the effects of the matters
discussed in the preceding paragraphs, the financial
statements referred to above do not present fairly, in
conformity with generally accepted accounting principles,
the financial position of X Company as of December 31,
19X2 and 19X1, or the results of its operations or its cash
flows for the years then ended.
ADDRESSING “SUPPLEMENTARY INFORMATION”
OR “OTHER INFORMATION” IN THE AUDITOR’S
REPORT

Supplementary Information

The distinguishing criteria for determining the auditor's
responsibility concerning supplementary information
are as follows:
■ Is the information required to be presented as a
result of Financial Accounting Standards Board
(FASB), Government Accounting Standards Board
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(GASB), and Securities and Exchange Commission
(SEC) requirements?
■ Where will the information be presented?

Supplementary information usually is presented outside
the financial statements and is required to be presented
by FASB or GASB pronouncements or by SEC require
ments in connection with financial statement reporting
for specialized industries (such as oil and gas entities,
financial institutions, governments, and municipalities).
If supplementary information is included in an
auditor-submitted document (whether required infor
mation or not), the auditor must describe the degree of
his or her responsibility in accordance with SAS No. 29.

Note: Auditor-submitted document generally refers to
a final document prepared for the client using the
auditor's letterhead or report cover, as part of the audit
engagement.
If the supplementary information is required by the
FASB or GASB, the auditor must apply the limited review
procedures under SAS No. 52 in all cases and address
any exceptions in the report.
In summary, the auditor will address required sup
plementary information in the report only—
■ When there is an exception as discussed in SAS No. 52.
■ When the information is not presented outside the
financial statements and is not marked as unaudited.
■ If the auditor has been engaged to audit and express
an opinion on it.
■ If the opinion is included in an auditor-submitted
document.

Other Information

The auditor's responsibility for other information not
required by the FASB or GASB, but included in clientprepared documents such as an SEC annual report, is
covered by SAS No. 8 and would generally not be
addressed in the auditor's report unless there is an
exception.
Requirements regarding the auditor's responsibility
for required selected financial data and interim financial
information included in SEC periodic reports (1934 Act)
are covered in SAS Nos. 42 and 71. Generally, this infor
mation would not be addressed in the auditor's report
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unless the auditor had been engaged to report on it, it is
included in an auditor-submitted document, or there is
an exception.

Supplementary Information Required by the FASB or
the GASB Included in Auditor-Submitted DocumentStandard Report
Independent Auditor's Report

(Addressee):
[Same first three paragraphs as the standard report]

The (identify the supplementary information) on page
XX is not a required part of the basic financial state
ments but is supplementary information required by
the (Financial or Governmental) Accounting Standards
Board. We have applied certain limited procedures,
which consisted principally of inquiries of management
regarding the methods of measurement and presenta
tion of the supplementary information. However, we did
not audit the information and express no opinion on it.

The report on the accompanying infor
mation may be added to the auditor's standard report or
may appear separately in the auditor-submitted
documents.
OBSERVATION:

Supplementary Information Required by FASB or GASB
Exception—Material Departures From Guidelines

Independent Auditor's Report
(Addressee):
[Same first three paragraphs as the standard report]

The (specifically identify the supplementary information)
on page XX is not a required part of the basic financial
statements, and we did not audit and do not express an
opinion on such information. However, we have applied
certain limited procedures, which consisted principally
of inquiries of management regarding the methods of
measurement and presentation of the supplementary
information. As a result of such limited procedures, we
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believe that the (specifically identify the supplementary
information} is not in conformity with guidelines estab
lished by the (Financial or Governmental) Accounting
Standards Board because (describe the material departure(s) from the FASB or GASB guidelines).
OBSERVATIONS:

(A)

(B)

If, after performing the prescribed procedures, the
auditor concludes that the supplementary infor
mation has not been measured or presented within
prescribed guidelines, the auditor should suggest
appropriate revision, or failing that, the auditor
should describe the nature of any material departure(s) in the report.
The auditor would not necessarily have to revise
the report on the entity's basic financial statements.

SUBSEQUENT EVENTS
Subsequent events are events or transactions that occur
subsequent to the balance sheet date but prior to the
issuance of the financial statements and auditor's
report. These events have a material effect on the financial
statements and therefore require adjustment or dis
closure in the financial statements.
The two types of subsequent events are—

■ Events that provide additional evidence regarding
conditions that existed at the balance sheet date and
for which the financial statements should be
adjusted, such as—
— Settlement of litigation for an amount different
from the liability recorded on the balance sheet, if
the event that resulted in the litigation had taken
place prior to the balance sheet date.
— Events affecting the realization of assets, such as
receivables and inventories or the settlement of
estimated liabilities.
■ Events that arise subsequent to the balance sheet
date and would not require adjustment to the financial
statements. However, these events may be of sig
nificance and therefore require disclosure to keep
the financial statements from being misleading. They
include—
— Purchase or sale of a business or major subsidiary
(pro forma financial statements may be desirable
or required for publicly held companies).
— Sale of bonds or capital stock.
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— Losses on receivables resulting from conditions
arising subsequent to the balance sheet date.
A subsequent event may have such a material impact
on the entity that the auditor may wish to alert the
reader of the financial statements and include an
explanatory paragraph in his or her audit report that
would refertothedisclosureinthefinancial statements,
for example:
■ Events suggesting a going-concern uncertainty
■ Sale or purchase of major subsidiaries

Subsequent Event Prior to Issuance of Auditor’s Report

Independent Auditor's Report
(Addressee):
[Same first three paragraphs as the standard report]

As discussed in Note X to the financial statements, on
March 1,19X3, the Company entered into an agreement
to sell Subsidiary A. This subsidiary represents___ per
cent of the Company's total assets and
percent of its
revenues.
OBSERVATIONS:

(A) Refer to "Dating the Report" for a discussion of
dual dating regarding subsequent event.

COMMUNICATION OF INTERNAL CONTROL
STRUCTURE RELATED MATTERS NOTED IN
A FINANCIAL STATEMENT AUDIT WHEN ONE
OR MORE REPORTABLE CONDITIONS WERE
IDENTIFIED BUT NONE IS DEEMED TO BE
A MATERIAL WEAKNESS

Independent Auditor's Report

(Addressee):
In planning and performing our audit of the financial
statements of ABC Corporation for the year ended
December 31,19XX, we considered its internal control
structure in order to determine our auditing procedures
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for the purpose of expressing our opinion on the
financial statements and not to provide assurance on
the internal control structure. However, we noted certain
matters involving the internal control structure and its
operation that we consider to be reportable conditions
under standards established by the American Institute
of Certified Public Accountants. Reportable conditions
involve matters coming to our attention relating to sig
nificant deficiencies in the design or operation of the
internal control structure that, in our judgment, could
adversely affect the organization's ability to record,
process, summarize, and report financial data consistent
with the assertions of management in the financial
statements.
[Include paragraphs to describe the reportable condi
tions noted.]

A material weakness is a reportable condition in which
the design or operation of one or more of the internal
control structure elements does not reduce to a relatively
low level the risk that errors or irregularities in amounts
that would be material in relation to the financial state
ments being audited may occur and that they would not
be detected within a timely period by employees in the
normal course of performing their assigned functions.1
Our consideration of the internal control structure
would not necessarily disclose all matters in the internal
control structure that might be reportable conditions
and, accordingly, would not necessarily disclose all
reportable conditions that are also considered to be
material weaknesses as defined above. However, none
of the reportable conditions above is believed to be a
material weakness.1

This report is intended solely for the information and
use of the audit committee (board of directors, board of
trustees, or owners in owner-managed enterprises),
management, and others within the organization (or
specified regulatory agency or other specified third party).

(Signature)
(Date)

1This paragraph may be used when the auditor wishes, or was
requested, to advise the audit committee in writing that one or
more reportable conditions were identified, but none was
deemed to be a material weakness.
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OBSERVATIONS:

(A)

(B)

Because of the potential for misinterpretation, the
auditor should not issue a report representing that
no reportable conditions were noted. No report
should be issued in those circumstances.
Reporting on the internal control structure under
government auditing standards differs from report
ing for a financial audit. Refer to SAS No. 68 when
reporting under government auditing standards.

SPECIAL REPORTS
Cash Basis Statements

Independent Auditor's Report
(Addressee):

We have audited the accompanying statements of assets
and liabilities arising from cash transactions of XYZ
Company as of December 31, 19X2 and 19X1, and the
related statements of revenue collected and expenses
paid for the years then ended. These financial statements
are the responsibility of the Company's management.
Our responsibility is to express an opinion on these
financial statements based on our audits.
We conducted our audits in accordance with generally
accepted auditing standards. Those standards require
that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are
free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles
used and significant estimates made by management,
as well as evaluating the overall financial statement
presentation. We believe that our audits provide a
reasonable basis for our opinion.

As described in Note X, these financial statements were
prepared on the basis of cash receipts and disburse
ments, which is a comprehensive basis of accounting
other than generally accepted accounting principles.
In our opinion, the financial statements referred to above
present fairly, in all material respects, the assets and

70/ 1993 Accounting & Auditing Reference
liabilities arising from cash transactions of XYZ Com
pany as of December 31,19X2 and 19X1, and its revenue
collected and expenses paid during the years then
ended, on the basis of accounting described in Note X.
(Signature)
(Date)

Income Tax Basis Statements

Independent Auditor's Report
(Addressee):

We have audited the accompanying statements of
assets, liabilities, and capital—income tax basis of ABC
Partnership as of December 31,19X2 and 19X1, and the
related statements of revenue and expenses—income
tax basis and changes in partners' capital accounts—
income tax basis for the years then ended. These financial
statements are the responsibility of the Partnership's
management. Our responsibility is to express an opin
ion on these financial statements based on our audits.

We conducted our audits in accordance with generally
accepted auditing standards. Those standards require
that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are
free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles
used and significant estimates made by management,
as well as evaluating the overall financial statement
presentation. We believe that our audits provide a
reasonable basis for our opinion.
As described in Note X, these financial statements were
prepared on the basis of accounting the Partnership
uses for income tax purposes, which is a comprehen
sive basis of accounting other than generally accepted
accounting principles.
In our opinion, the financial statements referred to
above present fairly, in all material respects, the assets,
liabilities, and capital of ABC Partnership as of December
31, 19X2 and 19X1, and its revenue and expenses and
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changes in partners' capital accounts for the years then
ended, on the basis of accounting described in Note X.

(Signature)
(Date)

OTHER REPORTING ISSUES
Reference to Other Auditors

Reference to other auditors in a successor's audit report
when the predecessor's report is not presented is
added to the end of the first paragraph of the standard
report, as follows:
The financial statements of ABC Company as of December
31,19X1, were audited by other auditors whose report
dated March 31,19X2, expressed an unqualified opinion
on those statements.

Reference to other auditors in a successor's audit
report when the predecessor's report included an
explanatory paragraph and is not presented is added to
the end of the first paragraph of the standard report, as
follows:
The financial statements of ABC Company as of December
31, 19X1, were audited by other auditors whose report
dated March 31,19X2, on those statements included an
explanatory paragraph that described the litigation dis
cussed in Note X to the financial statements.

Reference to other auditors in a successor's audit
report when the predecessor's report is not presented
and the prior year financial statements have been
restated following the issuance of the predecessor's
report is added to the end of the first paragraph of the
standard report, as follows:
The financial statements of ABC Company as of December
31, 19X1, before the restatement described in Note X
were audited by other auditors whose report dated
March 31, 19X2, expressed an unqualified opinion on
those statements.

In addition, a fourth paragraph would be added to the
standard report, as follows:
We also audited the adjustments described in Note X that
were applied to restate the 19X1 financial statements. In
our opinion, such adjustments are appropriate and
have been properly applied.
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STATEMENT OF INCOME

The companies surveyed for Accounting Trends and Tech
niques generally use the term income in the title of their
presentation of the results of operations. Other terms
used by those companies are earnings and operations.
The income statement is usually presented in one of
the following formats:
■ Single-step format. The single-step format groups the
components of net income into two categories: (1)
revenues and gains and (2) expenses and losses. The
difference between the two subtotals is net income
or loss for the period.
■ Multiple-step format. The multiple-step format
shows various intermediate components of net
income. Generally, operating results are presented
separately from nonoperating results, such as costs
and expenses and losses, which are grouped by type
or function. Intermediate components of net income
that are frequently presented in multiple-step state
ments are gross profit, income from operations, and
other income and expenses.

Income From Continuing Operations

The following items should be stated separately, and
any significant single element or transaction of each
should be disclosed as a separate line item or in a note:
sales, other income, cost of sales, gross profit, selling
(general and administrative expenses), research and
development expenses, interest expense, equity in
earnings of investees, minority interest in earnings,
other expenses, and provision for income taxes. Report
ing should distinguish items, the amounts that must be
known for the calculation of summary indicators that
users are known to use frequently; an example would
be the amounts used to compute rate of return.

75
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Discontinued Operations

Accounting Principles Board (APB) Opinion 30 requires
gain or loss from disposal of a business segment and
results of operations of the segment that has been
or will be discontinued to be reported as a separate
component of the income statement after income from
continuing operations but distinct from extraordinary
items. Both gain or loss and results of operations of the
segment should be reported net of tax. A note should
identify the segment of business to be discontinued,
the expected disposal date, and the manner of disposal.
It also should give a summary of the assets and liabilities
of the segment remaining at the balance sheet date and
revenues generated by the discontinued operations.
According to APB Opinion 30, before the sale or aban
donment of a segment of a business is reported as
discontinued operations, management of the company
should commit itself to a formal plan to dispose of the
segment. The date such a plan is adopted is referred to
as the "measurement date," which is the date as of
which gain or loss on disposal is estimated. Manage
ment's plan to dispose of a segment should include the
following:
■ Identification of the major assets to be disposed of
■ The expected method of disposal
■ The period expected to be required for completion of
the disposal
■ An active program to find a buyer if disposal is to be
by sale
■ The estimated results of operations of the segment
from the measurement date (the date management
commits itself to a formal plan of disposal) to the dis
posal date (the date of closing the sale or the date
operations cease)
■ The estimated proceeds or salvage to be realized by
disposal

Discontinued operations of a segment include the
following components:
■ Income or loss of the segment from the beginning of
the reporting period to the measurement date
■ The gain or loss on disposal

Prior-period financial statements presented for com
parative purposes that include results of operations
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before the measurement date should be restated to
present as a separate line item earnings or losses of the
segment net of tax for those periods.
Operations of a segment that has been or will be
discontinued shall be reported separately as a compo
nent of income before extraordinary items and the
cumulative effect of accounting charges (if applicable)
in the following manner:
Income from continuing operations
before income taxes
$XXXX
Provision for income taxes
XXX

Income from continuing operations
Discontinued operations (Note X):
Income (loss) from operation of
discontinued Division A (less
applicable income taxes of $XXX) $XXXX
Loss on disposal of Division A,
including provision of $XXX for
operating losses during phase-out
period (less applicable income
taxes of $XXX)
XXXX

Net income

$XXXX

XXXX

$XXXX

Extraordinary Items

APB Opinion 30 defines extraordinary items as events or
transactions that meet both the following criteria:
■ Unusual nature. The underlying event or transaction
should possess a high degree of abnormality and be
of a type clearly unrelated to, or only incidentally
related to, the ordinary and typical activities of the
entity, taking into account the environment in which
the entity operates.
■ Infrequency of occurrence. The underlying event or
transaction should be of a type that would not
reasonably be expected to recur in the foreseeable
future, taking into account the environment in which
the entity operates.

The materiality of an event or transaction should be
considered in deciding whether to present it as an
extraordinary item. Materiality should be considered as
it relates to individual items, except that the effects of a
series of related transactions from a single specific and
identifiable event or plan of action should be consid
ered in the aggregate.
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Extraordinary items are to be shown net of taxes in a
separate section in the income statement, usually just
before net income. The preference expressed in APB
Opinion 30 is for individual descriptive captions and
amounts for each extraordinary event or transaction to
be presented on the face of the income statement.
However, disclosure in the notes of the nature of the
event or transaction constituting the extraordinary item
and the principal items entering into the calculation of
gain or loss is acceptable.

Unusual or Infrequent Items
A material event or transaction that is either unusual or
infrequently occurring, but not both, is by definition
not an extraordinary item. Material gains or losses of
this nature should be shown separately on the face of
the income statement as a component of income from
continuing operations. These items are not shown net
of tax, nor is per-share disclosure permitted on the face
of the income statement. However, note disclosure may
be given that presents the item net of tax and per-share
effects.

Cumulative Effect of Change in Accounting Principle
A change in accounting principle is generally defined as
a change from one acceptable principle to another or a
change in the method of applying an acceptable
accounting principle. A change from an unacceptable
method to an acceptable method is a correction of an
error (prior-period adjustment) and not a change in
accounting principle.
According to APB Opinion 20, most voluntary changes
in accounting principle (that is, changes in the selection
of principles among acceptable alternatives) are recog
nized by including the cumulative effect adjustment of
changing to a new accounting principle, based on a
retroactive computation of net income in the period of
the change. The cumulative effect of changing to a new
accounting principle is the difference between (1) the
amount of retained earnings at the beginning of the
period of change and (2) the amount of retained earn
ings that would have been reported if the change had
been applied retroactively.
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The cumulative effect of changing to a new account
ing principle should be presented net of related income
tax effects as a separate line item after extraordinary
items, if any.

Change in Accounting Estimate
A change in accounting estimate results from additional
information or new developments. Examples of
accounting estimates that periodically change are
allowances for bad debts, useful lives or salvage values
of depreciable assets, and inventory obsolescence. The
effects of changes in estimates should be reported in
the period of change and subsequent periods. Restate
ment of prior periods is not appropriate.

Earnings per Share
APB Opinion 15 sets forth the requirements for computing
and presenting earnings per share, which should be
shown on the face of the income statement for all com
panies except wholly owned subsidiaries and nonpublic
enterprises. Per-share amounts for income before
extraordinary items or income from continuing operations
should be shown as well as net income. Usually the pershare amounts of extraordinary items, income or loss
from discontinued operations, and cumulative effect of
accounting change are given. When there are "dilutive"
securities, the same per-share amounts should be given
on a fully diluted basis, together with information about
how the computations were made.

BALANCE SHEET
The companies surveyed in Accounting Trends and
Techniques generally use the title balance sheet for
their statements of assets, liabilities, and stockholder's
equity. Other titles used by companies are statement of
financial position and statement of financial condition.
Balance sheets are arranged in two basic ways.
■ Account form. Assets are listed on the left-hand side
and totaled to equal the sum of liabilities and stock
holder's equity on the right-hand side.
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■ Report form. Assets are listed at the top of the page,
followed by liabilities and stockholder's equity.
Sometimes total liabilities are deducted from total
assets to equal stockholder's equity.
Classified Balance Sheet

A classified balance sheet distinguishes current assets and
current liabilities from other assets and liabilities. In
general, separate disclosure of the significant components
of working capital (current assets less current liabilities)
is presumed to be useful in the financial statements of
manufacturing, trading, and some service entities.
Current assets are defined by chapter 3 of Accounting
Research Bulletin (ARB) No. 43 as "cash and other assets
or resources commonly identified as those which are
reasonably expected to be realized in cash or sold or
consumed during the normal operating cycle of the
business." If the normal operating cycle is less than a
year, a one-year period is used to define current assets;
if the operating cycle is longer than a year, a longer
period is used. Current assets are usually listed on the
balance sheet in the order of their expected conversion
into cash.
Current liabilities are the obligations that are reason
ably expected to be liquidated through either the use of
current assets or the creation of other current liabilities.
At times, even though a liability will be paid next year, it
is not included in the current liability section. This
occurs either when the debt is expected to be
refinanced through another long-term issue or when
the debt is retired using noncurrent assets.

Unclassified Balance Sheet

In some industries, an unclassified balance sheet is
accepted practice because the working capital distinc
tion is not relevant. Examples of industries that do not
present a classified balance sheet are broker-dealers,
finance, real estate, banks, savings and loan associa
tions, and stock life insurance enterprises.

STATEMENT OF RETAINED EARNINGS OR
STOCKHOLDER’S EQUITY
Although separate statements of retained earnings and
statements of stockholder's equity are common presen
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tations for public companies, their use by nonpublic com
panies is much less frequent. The required disclosure
can often be made without presenting separate state
ments. This is a direct consequence of the generally much
simpler capital structure of nonpublic entities and the
fact that their securities are not frequently transferred.
In most cases the only change in stockholder's equity
of a nonpublic company is the change in retained earn
ings resulting from net income (or loss). This change
can, generally, be adequately disclosed by expansion of
the statement of income or in the balance sheet.
When nonpublic companies do experience changes
in other components of stockholder's equity (such as
issuance of stock, purchase of treasury stock, and stock
splits), disclosure is generally made in the notes or in a
separate statement of changes in stockholder's equity.

STATEMENT OF CASH FLOWS
A statement of cash flows is required as a part of a full set
of financial statements for all business enterprises in
place of a statement of changes in financial position as
a result of the issuance of Financial Accounting Stan
dards Board (FASB) Statement No. 95. The primary purpose
of a statement of cash flows is to provide relevant infor
mation about the cash receiptsand cash payments of an
entity during a period.
A statement of cash flows classifies cash receipts and
payments according to whether they result from operat
ing, investing, or financing activities. Entities can report
cash flows from operating activities directly by showing
major classes of operating cash receipts and payments
(the direct method). Entities that choose not to show
operating cash receipts and payments are required to
report the same amount of net cash flow from operating
activities indirectly by adjusting net income to reconcile
it to net cash flow from operating activities (the indirect
or reconciliation method). If the direct method is used,
a reconciliation of net income and net cash flow from
operating activities is required to be provided in a
separate schedule. If the indirect method is used,
interest paid (net of amounts capitalized) and income
taxes paid should be disclosed. The disclosures may be
made on the face of the statement or in the notes.

NOTES TO THE FINANCIAL STATEMENTS
Authoritative pronouncements require many types of
disclosures but do not specify the manner of presen
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tation. Some disclosures are best presented in separate
notes rather than on the face of the financial statements.
Descriptions of accounting policies and notes to financial
statements are recognized in AICPA Statement on Audit
ing Standards (SAS) No. 29 as components of the "basic
financial statements" necessary for a fair presentation
in accordance with GAAP. Thus, notes are an integral part
of financial statements. They should be used to present
material disclosures required by GAAP that are not
otherwise presented on the face of the statements.

INTERIM FINANCIAL REPORTING

The results of each interim period should be based on
the accounting principles and practices used by a com
pany in preparing its latest annual financial statements,
unless a change in an accounting practice or policy has
been adopted during the current year. Difficulties in
applying generally accepted accounting practices may
be encountered, particularly in recognizing revenue
and expense for periods of less than a full year, and
certain unique disclosures also may be required (APB
Opinion 28).
Guidelines for recognizing revenue and expenses
during interim periods (other than income taxes or
accounting changes) are as follows:
■ Revenue should be recognized during interim
periods on the same basis as followed for the full year.
■ Expenses that are directly associated with revenue
(such as material costs, wages, and manufacturing
overhead) should be reported in the same period in
which the related revenue is recognized.
■ Costs and expenses other than product costs should
be charged to income in interim periods as incurred,
or be allocated among interim periods based on an
estimate of time expired, benefit received, or activity
associated with the periods.
■ Some costs and expenses incurred in an interim
period cannot be readily identified with the activity
or benefits of other interim periods and should be
charged to the interim period in which they are
incurred.
■ Gains and losses that arise in any interim period simi
lar to those that would not be deferred at year-end
should not be deferred to later interim periods
within the same fiscal year.
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■ The amounts of certain costs and expenses frequently
require year-end adjustments even though they can
be reasonably approximated at interim dates. Such
adjustments should be estimated, and the estimated
costs and expenses should be assigned to interim
periods so that the interim periods bear a reasonable
portion of the anticipated annual amount.
■ Material extraordinary items, unusual or infre
quently occurring items, and gains and losses on
disposal of a segment of a business should be recog
nized in the interim period in which they occur.
■ Prior-period interim financial statements should be
restated only for items (1) that qualify as prior-period
adjustments as defined by FASB No. 16 or (2) that
qualify as adjustments related to prior interim
periods as defined by FASB No. 16.

PERSONAL FINANCIAL STATEMENTS

Because the primary focus of personal financial state
ments is the individual's assets and liabilities, and users
of personal financial statements generally consider
estimated current value to be more relevant for their
decisions, AICPA Statement of Position (SOP) 82-1,
Accounting and Financial Reporting for Personal Financial
Statements, requires that personal financial statements
present assets and liabilities at their estimated current
amounts. Personal financial statements may be prepared
for an individual, a husband and wife, or a family.
Personal financial statements consist of—
■ A statement of financial condition. This is the basic
personal financial statement. It presents the estimated
current values of assets, the estimated current
amounts of liabilities, estimated income taxes on
differences between the estimated current values of
assets and the estimated current amounts of liabili
ties and their tax basis, and net worth at a specified
date. The term net worth should be used in the state
ment to designate the difference between total assets
and total liabilities, after deducting estimated income
taxes on the differences between the estimated current
values of assets and the estimated current amounts
of liabilities and their tax basis.
■ A statement of changes in net worth. This statement
presents the major sources of increases and decreases
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in net worth. It should present the major sources
of increases in net worth: income, increases in the
estimated current values of assets, decreases in the
estimated current amounts of liabilities, and decreases
between the estimated current values of assets and
the estimated current amounts of liabilities and their
tax basis. It should present the major sources of
decreases in net worth: expenses, decreases in the
estimated current values of assets, increases in esti
mated current amounts of liabilities, and increases in
estimated income taxes on the differences between
the estimated current values of assets and the esti
mated current amounts of liabilities and their tax
basis. One statement combining income and other
changes is desirable because of the mix of business
and personal items in personal financial statements.
The presentation of a statement of changes in net
worth is optional.
■ Comparative financial statements. The presentation
of comparative financial statements of the current
period and one or more prior periods may sometimes
be desirable. Such a presentation is more informative
than the presentation of financial statements for only
one period. The presentation of comparative finan
cial statements is optional.

PARTNERSHIPS

The income statement, balance sheet, and statement of
cash flows for a partnership are prepared in much the
same manner as they are for a corporation. Some of the
differences in partnership reporting are as follows:
■ On the balance sheet or in a supplementary sched
ule, changes in partners' equity during the year
should be disclosed.
■ Partners' salary allowances are generally recognized
as an allocation of net income, not as an expense in
the determination of net income.
■ There is no income tax expense. The partners report
their share of the partnership income or loss for the
period on their individual income tax returns.
■ Interest paid to a partner on a loan balance is recog
nized as an expense. Interest allowance on a capital
investment is considered an allocation of profit.
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Recording Changes in Firm Memberships

Two methods frequently used to record changes in part
nership membership are—
■ The bonus method. When this method is used, the
assets of the partnership are increased by the
amount of the assets invested by the partner being
admitted. Any difference between the assets invested
and the credit to the new partner's capital account is
adjusted to the capital accounts of the other partners
involved in the negotiations. If a partner withdraws
from a partnership, the partners may agree to settle
his or her capital interest by permitting the with
drawal of partnership assets. If the bonus method is
used to record the withdrawal, the difference
between the recorded value of the assets withdrawn
and the debit to the withdrawing partner's capital
account is adjusted to the capital accounts of the
remaining partners.

■ The goodwill method. When this method is used, a
new asset is recorded that is based on the difference
between the value implied by the amount of con
sideration negotiated in the admission or withdrawal
of a partner and the values reported in the partner
ship books. When either method is used,
unrecorded changes in the value of existing assets
and liabilities that are objectively determinable may
be recorded before the change in membership is
recorded.
Although the goodwill method is preferred, either
method is acceptable under GAAP.
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SEC REPORTING

THE CREATION OF THE SEC
AND THE LAWS IT ADMINISTERS
The Securities and Exchange Commission (SEC or Com
mission) was created in 1934 under the Securities
Exchange Act of 1934. Section 4 of that Act transferred to
the SEC the administration of the Securities Act of 1933,
which was administered for one year by the Federal
Trade Commission. Other statutes subsequently
assigned to the SEC for administration are the Public
Utility Holding Company Act of 1935, Trust Indenture
Act of 1939, Investment Company Act of 1940, Investment
Advisers Act of 1940, and Securities Investor Protection
Act of 1970. The Commission also serves as adviser to the
United States District Courts in connection with reorgani
zation proceedings under the Federal Bankruptcy Act.
Other acts public companies need to be aware of
include the following:
■ Foreign Corrupt Practices Act of 1977
■ Small Business Incentive Act of 1980
■ Insider Trading and Securities Fraud Enforcement Act
of 1988
■ Racketeer Influenced and Corrupt Organizations Act
of 1970 (RICO)

Securities Act of 1933
The Securities Act of 1933 (the "1933 Act"), sometimes
referred to as the "truth in securities Act," has two primary
objectives. First, it requires an issuer offering securities
to the public in interstate commerce or through the
mails, unless specifically exempted, to file a registration
statement with the SEC containing financial and other
information about the issuer and the offering. Registra
tion of securities, however, neither implies approval of
the issue by the Commission nor insures investors
against loss, but rather serves to provide information on
which investors may make informed investment decisions.
Second, the 1933 Act contains antifraud provisions that
apply to the sale of securities, whether or not they are

89
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registered, and imposes civil liabilities and criminal
penalties on persons involved with registration statements
containing false or misleading information.
Securities may be registered under the 1933 Act or, if cer
tain criteria are met, under both the 1933 and 1934 Acts.

Securities Exchange Act of 1934
The Securities Exchange Act of 1934 (the "1934 Act") con
tains continuous reporting requirements for companies (1)
whose securities are listed or traded on a national secu
rities exchange (Section 12(b)) or (2) whose assets are
over $5 million and who have a class of equity securities
held by at least 500 persons at year-end (Section 12(g)).
The 1934 Act is not an update of the 1933 Act. The 1933
Act deals with the initial offering of securities; the 1934
Act is concerned with the subsequent trading in those
securities. The other primary concerns of the 1934 Act
are (1) control of proxy solicitation, (2) regulation of
stock exchanges and broker-dealers, and (3) regulation
of company insiders.
A detailed discussion of the 1934 Act requirements
begins on page 105.

ROLE OF THE ACCOUNTANT

SEC filings under the 1933 and 1934 Acts generally must
contain financial statements and other financial data and
schedules. Most of the financial statements included in
the filings are required to be audited by independent
certified public accountants or independent public
accountants. The accountant auditing the statements
must file a consent to the use of the accountant's opin
ion and must manually sign the opinion letter.
An accountant practicing before the SEC must be
familiar with all SEC accounting rules and regulations,
as well as GAAP and GAAS. The SEC accounting and
reporting requirements are primarily contained in—
■
■
■
■
■

Regulation S-X.
Regulation S-K.
Regulation S-B.
Financial Reporting Releases (FRRs).
Accounting and Auditing Enforcement Releases
(AAERs).

SEC Reporting! 91
■ Staff Accounting Bulletins (SABs).

These rules and regulations are discussed in detail
beginning on page 110.

STRUCTURE AND FUNCTIONS OF THE SEC
The Commission

The SEC is composed of five members, not more than
three of whom may be members of the same political
party. The members are appointed by the President,
with the advice and consent of the Senate, for five-year
terms. The Commission is assisted by a staff that
includes lawyers, accountants, engineers, financial
analysts, investigators, and compliance examiners, as
well as administrative and clerical employees.

Division of Corporation Finance

The Division of Corporation Finance is responsible for
the processing of all filings under the 1933 and 1934 Acts
and the Trust Indenture Act, and the disclosure and
reporting requirements under the Investment Com
pany Act. Its accounting activities are the responsibility
of the chief accountant of the division.
The division is organized into ten processing
branches. Each branch has a branch chief, at least one
lawyer, and several accountants and examiners. Each
branch has the responsibility for handling filings of
companies in specified industries. The branch that
processes the initial filing of a registrant usually also
processes all subsequent filings of that registrant.
The division's primary responsibility is to prevent
fraudulent securities offerings and dissemination of false
and misleading disclosure documents and reports. The
division prescribes the information to be included in
the various documents required to be filed with the SEC
and is responsible for enforcing its rules and regulations.

Office of the Chief Accountant
The chief accountant of the Commission is responsible
for all accounting and auditing matters arising in the
administration of the securities acts, particularly regarding
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new accounting policy determinations. The chief
accountant supervises all cases dealing with the inde
pendence and qualifications of public accountants who
practice before the Commission. He or she assists counsel
in the conduct of those proceedings and participates in
the investigations concerning those matters.
The chief accountant is the chief liaison between the
Commission and the accounting profession's standard
setting bodies. The chief accountant's advice and, occa
sionally, consent are sought by the private sector regarding
proposed accounting and auditing standards.
The chief accountant also reviews the complex and
controversial accounting problems that arise in connec
tion with the financial statements filed with the
Commission pursuant to the securities acts.

Division of Enforcement
The Division of Enforcement is responsible for the super
vision and conduct of all the enforcement activities
under each of the acts administered by the Commission
and the investigations relating thereto. This division is
also responsible, in collaboration with the General
Counsel, for the review of cases to be referred to the
Department of Justice with a recommendation for
criminal prosecution.

REGISTERING SECURITIES UNDER THE 1933 ACT

Going Public or Offering Additional Securities
This section describes, step-by-step, the process of
registering securities offered for sale to the public. It
includes the process to be followed by an entity seeking
to "go public" and by a publicly held entity seeking to
offer additional securities to the public.
Because going public entails significant involvement
by the issuer, the accountant, and the SEC staff, this sec
tion will focus on that process. However, all entities
offering securities to the public under the 1933 Act will
need to follow substantially all of the procedures of the
securities registration discussed in the following pages.
The accountant's involvement is crucial because the
issuer seeks his or her advice on many aspects of the
securities registration. To prepare the disclosure docu
ment that is filed with the SEC and disseminated to
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potential investors, the accountant, for example, may be
asked to—

■ Express an opinion on the audited financial state
ments included in the document.
■ Issue a consent to use the financial statements.

■ Read the complete registration statement before filing.
■ Issue a comfort letter to underwriters (see Step 14).

Illustrations of public security offerings include—
■ A closely held company offer of its securities to the
public for the first time ("going public").
■ A publicly held company issuance of additional
securities.
■ A stockholder seeking to sell securities (secondary
offering).

■ Securities offered pursuant to a stock purchase or
similar plan.
■ Securities offered in a business combination.
■ Securities offered upon conversion of outstanding con
vertible securities or exercise of outstanding warrants.

Step 1: Making the Decision to Go Public or to Issue
Additional Securities
Advantages of going public include the following:
■ Raising funds for company needs such as expansion,
working capital, and debt repayment, without going
into debt
■ Expanding the customer and supplier base by public
shareholders becoming customers and suppliers
■ Having readily marketable securities that enhance
the ability to obtain financing and to acquire or
merge with other companies
■ Making it easier to attract and retain qualified per
sonnel by offering attractive stock option plans and
stock bonus plans

Disadvantages include the following:

■ Expense incurred for both the initial offering and the
subsequent reporting requirements
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■ Requiring disclosure of information the owners may
want to keep confidential
■ Losing the ability to act quickly because a vote by
shareholders may be required
■ Losing flexibility to adopt Strategies with potential
long-term benefits because of negative effects on
stock market prices
Step 2: Selecting an Underwriter

Underwriters have the resources necessary to sell the
securities. It is important to team up with an under
writer who is capable of handling the size and structure
of the offering.
The underwriting agreement stipulates the responsi
bilities of the respective parties. It typically provides for a
"comfort letter" (Step 14) and a due-diligence
conference (Step 15).

Step 3: Selecting the T
ype of Underwriting
The method of underwriting chosen depends on the
degree of risk the underwriter is willing to take. The four
basic methods are—
■ Firm commitment. This is the most common method
used for established, profitable, or other sought-after
companies. The underwriter purchases the entire
block of securities offered; unsold amounts, if any,
remain in the underwriter's portfolio. The issuer
receives the full amount of the offering (less commis
sions and expenses) regardless of how much of the
offering is sold.
■ Best efforts. The underwriter uses his or her best
efforts to sell the securities. Any unsold securities are
returned to the issuer.
■ All-or-none. This method is commonly used by com
panies in the start-up or development stage. Because
the issuer cannot accomplish its reason for the offering
unless substantially all of the issue is sold out, the
issuer withdraws the offering. The underwriter puts
into escrow all funds received until the offering is
sold out or until the offering period expires. Should
the offering period expire without the issue being
completely sold, the funds received are taken out of
escrow and returned to subscribers.
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■ Partial-all-or-none. This is a variation of the all-ornone offering (for instance, 20-percent-or-none,
50-percent-or-none, 75-percent-or-none, etc.).
Step 4: Deciding the Structure of the Offering

The issuer must decide the following:
■ What kind of security (common stock, bonds, war
rants, etc.) should be offered

■ Whether more than one class of security should be
offered
■ How many shares or other securities should be offered
and at what price

The structure depends on the financing needs of
the entity and current market conditions. In addition,
many underwriters prefer a minimum number of shares
to be offered so that an active trading market will
develop in which it can participate.

Step 5: Selecting the Proper Registration Form
The disclosure document required to be filed with the
SEC in connection with the issuance of securities is called
a registration statement. The registration statement is in
two parts: Part I is the prospectus (selling circular) and is
the only part distributed to the public. Part II contains
supplemental information required by the SEC and is
available for inspection at the SEC offices.
There are several registration forms. Some forms
require many disclosures, whereas others require only
minimal disclosures. Some forms allow for the incorpo
ration by reference of financial and other information
from the issuer's 1934 Act filings. Other forms may be
used only for the issuance of certain types of securities.
Much time and expense can be saved by carefully deter
mining the form required for the company and type of
offering contemplated.
A discussion of the most common 1933 Act registration
forms begins on page 102.

Step 6: Scheduling a Prefiling Conference
The SEC encourages the issuer and the accountant to
contact the Commission's staff before the filing to
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resolve any important accounting and auditing prob
lems. Note, however, that opinions received from the
SEC staff are not binding on the Commission.

Step 7: Respecting the “Gun Jumping” Prohibition
Before the registration statement is filed, no public
offering, either orally or in writing, is permitted. Public
ity that may stimulate interest in the offering at this time
may be illegal and is referred to as "gun jumping." Only
limited announcements concerning the proposed
offering may be made in accordance with SEC rules.
(Issues relying on the Regulation A exemption—see
page 103—may "test the waters" for potential interest in
the company's securities prior to filing and delivery of
the offering statement. The test the waters documents
must be submitted to the SEC at the time of first use.
This provision is intended to help start-up or developing
companies to avoid the high initial costs of registration
without knowing whether there will be any investor
interest in the company.)

Step 8: Filing the Registration Statement
An executed copy and specified number of conformed
copies are mailed or delivered to SEC headquarters in
Washington, D.C. (Registration statements on Form S-18
may be filed in a regional office closest to the regis
trant's place of business.) The filing fee is based on the
maximum amount offered. The filing date has a special
significance in SEC rules. The filing of any subsequent
amendments creates a new filing date.
The SEC's Electronic Data Gathering, Analysis, and
Retrieval (EDGAR) project was initiated to help alleviate
the massive paperwork problem for both the SEC and
registrants. Almost 15,000 public companies now file
reports with the SEC. It is expected that by 1992 all regis
trants will file with the SEC using the EDGAR system.
One of the advantages of the system is that an elec
tronic database of topical accounting issues will be
available. It will include information from all annual
reports filed with the SEC and will be available as soon
as those reports are filed.

Step 9: Observing the Waiting or Cooling-Off Period
The time between the filing date and the date the issuer
may commence selling the securities (the "effective
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date") is called the "waiting" or "cooling-off" period. The
purpose of the waiting period is to prevent the highpressure sales tactics prevalent during the period
preceding the enactment of the 1933 Act. The 1933 Act
mandates a twenty-day waiting period unless acceleration
of the effective date is requested and granted. As a prac
tical matter, because of the large number of filings and
the review process, it usually takes the SEC longer than
twenty days to process the filing and grant an effective
date (Step 17).
During the waiting period it is forbidden to sell the
securities through written sales literature (known as
"free writing"). Oral offers, however, are permitted.
Under certain conditions, the SEC not only permits but
encourages the dissemination of data about the offer
ing to educate the public about the issue and to try to
obtain "indications of interest" from potential investors.
This may be accomplished by a newspaper advertisement,
a red-herring (preliminary) prospectus, or a summary
prospectus in accordance with SEC rules.

Step 10: Complying With State “Blue Sky” Laws
State laws governing securities offerings are called "blue
sky" laws. Registrants offering securities in certain states
must comply with such laws. In some states, "blue skying"
securities may require additional work by independent
accountants, such as including additional financial data.
Step 11: Review by the SEC Staff

All first-time issuers receive a thorough review of the
registration statement. Repeat offerings by established
reporting companies are reviewed on a selective basis.
If the SEC questions the filing, it will send the issuer a
comment (or deficiency) letter, which may ask to discuss
certain questions or suggest changes to be made. Many
changes involve adding or clarifying note disclosures.
Changes are ordinarily made by filing an amendment.
Because filing an amendment starts the twenty-day
waiting period running anew, the issuer may wish to
request in writing the "acceleration" of the effective date

Step 12: Conducting Supplementary Audit Procedures
The auditor should supplement his or her regular audit
with supplementary audit procedures for the following
reasons:
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■ Section 11 of the 1933 Act charges the auditor with
making a "reasonable investigation" to determine if
the financial statements contain any untrue statements
or material omissions, including the period from the
date of the most recent audited financial statements
up to the effective date of the registration statement.
■ The auditor must satisfy himself or herself that the
unaudited data, if any, included in the registration state
ment are not inconsistent with the audited
statements.
■ The underwriter usually wants a comfort letter (Step
14) regarding unaudited data.

The supplementary procedures include (1) reading the
entire prospectus and other pertinent portions of the
registration statement and (2) obtaining written
representations from management (Step 16).

Step 13: Conducting the Cold Review
In many filings, the financial data is reviewed by a partner
who did not participate in the preparation of the data, in
addition to the normal quality review made by the partner
in charge of the audit. The purpose of the review is to
determine whether the audit was conducted in confor
mance with GAAP, GAAS, and SEC rules and regulations.
Step 14: Submitting the Comfort Letter

Underwriters want a comfort letter from the accountant
because they consider it part of the reasonable investi
gation required of them under Section 11 of the 1933
Act. (Note: Comfort letters are not required under the
1933 Act and are not filed with the SEC.)
Comfort letters generally are dated both as of the
"effective date" and as of the "closing date" (Step 18),
and relate to a cutoff date of about five days before the
effective date. Comfort letters cover one or more of the
following subjects:

• Independence of the accountants
■ Compliance of audited data with SEC requirements
■ The unaudited, condensed, pro forma, statistical, or
tabular data
■ Changes in financial data subsequent to the date of
the latest information included in the prospectus
Comfort letters provide only "negative assurance" on
the unaudited data.
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See current auditing literature for sample comfort letters.

Step 15: Holding the Due-Diligence Conference
Shortly before the effective date, all participants in the
offering meet and have the opportunity to exercise due
diligence by questioning those present about matters
contained in the registration statement, about current
developments, financial conditions, and about other
matters related to the offering.
Issuers offering securities under Regulation A ("Reg
A") often hold the due-diligence conference at the
regional SEC office that is processing the filing.
This due-diligence conference is one way of proving
"reasonable investigation" as a defense in the event of a
suit under Section 11 of the 1933 Act.

Step 16: Issuing the Letter of Representation
The letter of representation, dated a day or two before
the effective date, is in addition to the letter of represen
tation the auditor obtains from the issuer prior to the fil
ing date. It is a statement from the issuer to the
accountant that it knows of no significant developments
occurring since the date of the last audit that were not
disclosed.
SAS No. 19 discusses representation letters.

Step 17: Providing the “Effective Date" for the Sale of the
Securities and the Offering Period
The 1933 Act prohibits the sale of a security to the public
unless a registration statement regarding that security
has become "effective." The SEC informs the issuer by
letter of the effective date (that is, the date the issuer
may commence selling the securities). The effective
date (printed on the cover of the prospectus) begins the
offering period during which the underwriter may
accept and confirm offers to purchase the securities.
The offering may be as short as three days or as long as
one year or more. The offering period is stated in the
forepart of the prospectus.

Step 18: Setting the Closing Date
The closing date is the date on which the issuer delivers
the securities to the underwriter in exchange for the
proceeds of the offering. It is the end of the offering
period.
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Step 19: Updating the Financial Statements
The 1933 Act provides that when a prospectus is used
more than nine months after the effective date of the
registration statement, the financial statements therein
may not be more than sixteen months old. An updated
prospectus must be filed by amendment to bring the
financial data up to date.

Step 20: Indicating Use of the Proceeds
Some registration forms require the issuer to indicate
the intended use of the proceeds of the offering. First
time registrants are required to file Form SR detailing
how the proceeds were used.

Step 21: Complying With the Requirements of the 1934 Act
Section 15(d) of the 1934 Act requires all issuers whose
registration statement was declared effective to file
annual, quarterly, and current (periodic) reports with
the Commission. This requirement is automatically sus
pended when the number of shareholders falls below
300 at the beginning of the fiscal year.
Even if an issuer is not subject to Section 15(d), the
1934 Act requires companies with securities traded on a
national exchange or with total assets of at least $5 mil
lion and at least 500 shareholders to file periodic
reports. Also, with certain proxy solicitations, the issuer
must furnish an annual report containing audited financial
statements to each shareholder.

Shelf Registrations
Until recently the SEC expected an issuer who filed a
registration statement to offer those securities as soon
as the registration was declared effective, and frowned
on any delays. Sometimes, however, the market turned
sour on the effective date and the issuer was unable to
delay the offering until market conditions improved.
Also, an issuer who wanted to offer securities on a
continuous basis needed to file a new registration state
ment for each separate offering.
To alleviate those problems, the SEC adopted Rule 415
to allow certain large profitable issuers to file a "shelf
registration statement," that is, to leave the securities on
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the "shelf" until the issuer is ready to offer them. This
permits issuers to offer securities continuously (up to
two years with each shelf registration) without having to
prepare a new registration statement each time. It also
allows issuers to take advantage of ideal market condi
tions for the sale of securities. Generally, only issuers
who meet certain capitalization requirements may
utilize this provision.

Exempted Securities and Transactions
In enacting the securities laws, Congress recognized
that, for certain types of securities offerings, investors
do not need the protection provided by those laws, and
issuers need not be burdened with the numerous
required disclosures. The 1933 Act therefore exempts
from the disclosure requirements and registration
provisions (but not from the antifraud provisions) of the
1933 Act offerings involving small amounts, offerings to
certain sophisticated investors, and offerings by certain
governmental, eleemosynary, and banking entities.
There are two types of exemptions: (1) exempted secu
rities (that is, the securities themselves are exempt
because they are being offered by a certain type of entity)
and (2) exempted transactions, in which the nature of
the transaction does not call for extensive disclosures.
Examples of exempted securities include—

■ Securities issued or guaranteed by the federal, state,
or local government.
■ Securities issued or guaranteed by certain banks.
■ Securities issued by certain nonprofit, religious, or
educational organizations.
■ Securities issued pursuant to certain insurance or
annuity contracts.
■ Certain securities issued by common carriers.
■ Certificates issued by a receiver or trustee in
bankruptcy.

Examples of exempted transactions include—
■ Securities issued to a limited number of persons (pri
vate placement), or for a limited amount (small
issues), or to certain sophisticated ("accredited")
investors. Regs A and D of the 1933 Act cover the
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private-placement and small-issues exemptions.
(Accredited investor is defined on page 105.)
■ Intrastate offerings—offerings by an issuer (1) whose
primary place of business and (2) all of whose initial
and subsequent purchasers are in the same state.
■ Rule 4(6)—offerings up to $5 million to accredited
investors only. No public solicitation is permitted.
(Use Form D.)

Rules 144 and 144A

Securities issued under the exemption provisions ("let
ter stock") may not be resold to the public without regis
tration unless the seller complies with Rules 144 and
144A. Those rules specify certain holding periods and
sale limitations.

COMMON 1933 ACT FORMS

Common 1933 Act forms used for the registration of
securities with the SEC are discussed in the summary
below. A discussion of forms used in connection with
exemptions from 1933 Act registration begins on page 103.

Form

For Registration of Securities

SB-2

For companies qualifying as a small business,
i.e., revenues less than $25 million and voting
securities held by non-affiliates of less than
$25 million. No dollar limit for amount to be
registered. May be filed in a regional office.
Audited financial statements prepared in
accordance with GAAP are required, but
Regulation S-X requirements do not apply. In
general, requires a balance sheet as of the
latest fiscal year, as well as an income state
ment and statement of cash flows for the last
two fiscal years. It requires less detailed dis
closure of segment information and pension
matters.
Used when no other form is applicable. Used
primarily by first-time registrants and those
who have been publicly held companies for
less than three years. Requires inclusion of
all specified information in the prospectus.
(Foreign governments use Form F—1.)

S-1
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Form

For Registration of Securities

S-2

Available to companies that are subject to the
1934 Act reporting requirements for at least
three years but don't meet the requirements
to use Form S-3. Requires incorporating by
reference registrant's 1934 Act reports. Must
furnish to investors certain registrant-related
information either by including it in the
prospectus or by delivering the annual
shareholder report and subsequent interim
reports with the prospectus.
Available to companies subject to the 1934 Act
reporting requirements for at least three
years and meeting certain market value, trad
ing, or debt-rating tests. Requires incorporat
ing, by reference, the registrant-related
information from the 1934 Act reports.
Disclosure is generally limited to information
about the offering.

S-3

S-4

S-6
S-8

S-11

Registration of securities to be issued in a busi
ness combination. In certain cases, permits
incorporating, by reference, information
included in 1934 Act filings of the issuer and
the target company.
For unit investment trusts.
Securities offered to employees under various
employee stock plans.
For certain real estate companies.

For Exemptions From Registration
1-A
Available for an offering under the "small issues"
(Reg A)
exemption (Reg A). Maximum offering is
$5 million (including up to $15 million in
non-issuer resales) during any twelve-month
period. Offering statement to be filed with
regional office containing an Offering Circu
lar that includes financial statements, risk
factors, and other information. Financial
statements must comply with GAAP but not
Regulation S-X. Balance sheet as of ninety
days prior to filing; statements of income,
cash flows, and stockholder's equity for two
fiscal years. Need not be audited unless
issuer filed (or was required to file) audited
financial statements with the SEC during the
year. There are many advantages to this type
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Form

For Exemptions. From Registration

of offering, including significantly lower
offering costs than a full registration. Permits
companies to "test the waters" before incur
ring costs of preparing Reg A offering
circular.
D
For offerings under Reg D. Due fifteen days
(Reg D)
after the first sale of securities. Regulation D
consists of Rules 501-506.
■ Rule 504—may offer up to $1 million
during any twelve-month period. Cannot be
used by investment companies or by issuers
subject to section 13 or 15(d) of the 1934 Act.
Registration and disclosures generally are
not required. Allows general solicitation of
investors, and free transferability of securi
ties acquired under this Rule.
■ Rule 505—may offer up to $5 million during
any twelve-month period. Offer limited to
thirty-five non-"accredited" investors and to
unlimited "accredited" investors (see defini
tion following).
■ Rule 506—allows the "private placement" of
securities with an unlimited number of
accredited investors and up to thirty-five
nonaccredited persons. However, under
this rule, each nonaccredited purchaser of
the issuer must reasonably believe he or she
is "sophisticated" (can evaluate merits and
risks of offered securities). No limit is set to
the amount that may be offered.

(Form D is also used for offerings pursuant to Rule 4(6).)
Financial Statement Requirements for Regulation D
Offerings

■ Nonreporting companies:
— Offerings up to $2 million—GAAP financial state
ments for the last two years. Latest balance sheet
must be audited.
— Offerings up to $7.5 million—GAAP financial state
ments for last two years. Latest year must be
audited.
— Offerings over $7.5 million—Regulation S-X finan
cial statements required.
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■ Reporting companies: Irrespective of offering size,
present either (1) proxy statement and annual share
holders' report, or (2) Form 10-K or 10 (or 10-KSB or
10-QSB), or Part I of Form S-1, S-11, or SB-2.

Distribution of Prospectus
■ Offerings up to $1 million—No prospectus required
for nonreporting companies and offerings to
accredited investors only.
■ Offerings over $1 million—If purchasers include
nonaccredited investors, specific disclosures are
required in an offering circular.

Definition of Accredited Investor
Includes banks; investment and insurance companies
and small business investment companies; certain
employee benefit plans; large tax-exempt organizations;
broker-dealers; large corporations, partnerships, and
trusts; directors, general partners, and executive
officers of the issuer; persons with a net worth over $1
million or annual income over $200,000.

REQUIREMENTS OF THE 1934 ACT
When a company becomes publicly held, it must com
ply with the requirements of the 1934 Act.
The 1934 Act, which also created the SEC, is con
cerned primarily with the following:

■ Periodic reporting—so up-to-date information always
is available
■ Control of proxy solicitation, shareholder annual
reports, and tender offers
■ Regulation of stock exchanges, broker-dealers, trans
fer agents, and clearing agencies
■ Regulation of company insiders
■ Control of the amounts of credit used in the trading
markets

Periodic Reporting

The periodic reports a public company must file with
the SEC are—
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■ Annual reports on Form 10-K or 10-KSB.

■ Quarterly reports on Form 10-Q or 10-QSB.
■ Current reports on Form 8-K.

The companies that must file those reports are (1) com
panies whose securities are listed on a national stock
exchange, (2) companies with equity securities traded
OTC with over $5 million of assets and at least 500 share
holders, or (3) companies whose registration statement
under the 1933 Act became effective during the year.

Annual Report on Form 10-K or 10-KSB
An annual report on Form 10-K or 10-KSB is due at the
office of the SEC ninety days after the end of the fiscal
year. The financial statement schedules may be filed up
to 120 days after the end of the fiscal year.
Items to be included are:

■ Part /—Business; properties; legal proceedings; and
submission of matters to a vote of security holders
■ Part //—Market for the common stock; selected
financial data; management's discussion and analy
sis of financial condition and results of operations;
financial statements and supplementary data; and
changes in or disagreements with accountants
■ Part ///—Directors and executive officers; executive
compensation; security ownership of certain beneficial
owners and management; and certain relationships
and related transactions
■ Part IV— Exhibits, financial statement schedules, and
reports on Form 8-K

Parts I and II may be incorporated by reference from
the company's annual report to shareholders. Part III
must be incorporated by reference if a proxy statement
for the election of directors will be filed not later than
120 days after fiscal year-end.
The requirements for the financial statements and
schedules are contained in Regulation S-X. The require
ments for all other items are contained in Regulation
S-K or S-B.
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Annual Report to Shareholders—
Integration With Form 10-K
Because the Form 10-K or 10-KSB for a small business
issuer filed with the SEC and the annual report to share
holders (required under the proxy rules—see following)
contain much of the same financial information, the
company may comply with both requirements in one of
two ways, as follows:

■ Prepare two separate but interrelated reports
wherein certain information included in the annual
report to shareholders (financial statements, dis
closures) is incorporated by reference into Form 10-K
or 10-KSB by filing a copy of the annual report with
the Form 10-K or 10-KSB.
■ Prepare one report to serve as both a Form 10-K or
10-KSB and a shareholder's report. The required
information to comply with SEC rules is supple
mented by the optional additional information
generally included in the shareholder's report. A
cross-reference sheet identifies the location of the
required Form 10-K or 10-KSB information.

Integration With the 1933 Act
The SEC also permits the incorporation by reference in
Form 10-K or 10-KSB of financial statements included in
1933 Act registration statements that have been filed,
even if the 1933 document is not yet effective.

Quarterly Reports on Form 10-Q or 10-QSB
The due date of the quarterly reports on Form 10-Q
or 10-QSB is forty-five days after the end of each of the
first three fiscal quarters of each year. Form 10-Q or
10-QSB is not required for this fourth quarter. The
reports contain the following components:
■ Part 1—(1) financial statements and (2) management's
discussion and analysis of financial condition and
results of operations (MD&A). Financial statements
include—
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— Condensed balance sheet, income statement,
statement of cash flows, and notes. Unaudited,
but may be reviewed by independent accountant.
Major captions only, except for inventories, where
data as to raw materials, work in process, and fin
ished goods must be included on the balance
sheet or notes.
— Condensed balance sheets (1) as of the end of the
current quarter and (2) as of the end of the preced
ing fiscal year.
— Condensed income statements for (1) current
quarter, (2) corresponding quarter of the preceding
year, (3) fiscal year-to-date, and (4) corresponding
period of the preceding year. Also may present for
the cumulative twelve-month period ended dur
ing the most recent fiscal quarter and the
corresponding preceding period.
— Condensed statements of cash flows for (1) fiscal
year-to-date and (2) corresponding period of the
preceding year.
— Seasonal businesses may present interim state
ments of income and cash flows for (1) the twelve
month period ended during the current quarter
and (2) corresponding preceding period in lieu of
the year-to-date statements specified previously.
■ Part 2—Other information: (1) legal proceedings,
(2) changes in securities, (3) defaults on senior securi
ties, (4) submission of matters to a vote of security
holders, (5) other information (not otherwise
specifically required), and (6) exhibits and reports on
Form 8-K.

Current Reports on Form 8-K

Events to report include the following items: (1) changes
in control, (2) acquisition or disposition of assets,
(3) bankruptcy or receivership, (4) change in account
ants, (5) other events, (6) resignation of directors, and
(8) change in fiscal year.
Item 7 identifies the financial statements, pro forma
financial information, and exhibits required to be filed.
Generally, financial information would be required for
the acquisition or disposition of assets.
The due date is fifteen calendar days after occurrence
of an event. However, the due date is five business days
after a change in accountants (Item 4). Item 5, a volun
tary disclosure, has no mandatory time for filing.
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Proxy Information
The SEC has broad powers over how proxies are solicited.
A proxy is a document prepared for a shareholder to
authorize another person to act on his or her behalf at
a stockholders' meeting. State law, rather than SEC
rules, governs the timing and for what events proxies are
to be solicited. The SEC has power over what should be
included in the proxy or information statement (Regs
14A and 14C of the 1934 Act). If the solicitation relates to
an annual meeting at which directors are to be elected,
the proxy statement must be accompanied or preceded
by an annual report to shareholders. SEC rules detail the
financial information required in the annual report to
shareholders. The annual report to shareholders often
is integrated with Form 10-K (see previous discussion).

COMMON 1934 ACT FORMS
The following are the principal forms under the 1934 Act.

Form
10-K

10-KSB
11-K

18-K
20-F

10-Q

10-QSB
8-K
6-K

10

Annual Reports
Form used by most domestic (and
Canadian) registrants for which
no other form is prescribed
Form used by a company qualifying
as a small business issuer
Employee stock purchase, savings,
and similar plans
Foreign governments and their
political subdivisions
Foreign private issuers. Also used
for registration under the 1940 Act
Interim and Current Reports
Quarterly report for each of the first
three quarters of the fiscal year
Quarterly report for company quali
fying as a small business issuer
Current report filed when certain
significant events occur
Periodic reports by foreign issuers

Registration of Securities Under the
1934 Act
Securities for which no other form
is prescribed
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Form

Registration of Securities Under the
1934 Act

10-SB

Securities of a company qualifying
as a small business issuer
Securities of foreign governments
and their political subdivisions
Short form for certain classes of
securities
Securities issued in certain cases on
succession to an issuer of previ
ously registered securities

18

8-A
8-B

Other

8

12b-25

15

Schedule 13D

Schedule 13E-3
Schedule 13E-4
Schedule 14D-1

To amend reports or 1934 Act regis
tration statements
Notification to SEC when unable to
file periodic reports on a timely
basis
To terminate registration under the
1934 Act or suspend periodic
reporting obligations
Report by any person who becomes
a 5-percent equity security holder
of a public company. Also used to
report material changes in benefi
cial ownership
To report a going-private transaction
To report a tender offer for one's
own equity securities
For tender offers if offeror would
end up with more than 5 percent
of target company

SEC ACCOUNTING AND
REPORTING REQUIREMENTS

The SEC requires those associated with financial state
ments in Commission filings to be familiar with SEC
rules and regulations. SEC rules for accounting, audit
ing, financial statements, disclosures, and auditor's
independence are contained in the following:
■ Regulation S-X
■ FRRs
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■
■
■
■
■
■
■

AAERs
Staff Accounting Bulletins (SABs)
Regulation S-K
Regulation S-B
SEC forms
Industry Guides
Electronic Data Gathering, Analysis, and Retrieval
(EDGAR)
■ FASB and AICPA pronouncements
■ SEC Staff Training Manual
■ SEC "no action" letters

Regulation S-X

Regulation S-X contains the uniform instructions for
financial statements included in most SEC filings. Briefly, it
states the periods for which financial statements are
required, states the form and content of those statements
including note disclosures and supplemental sched
ules, and discusses the qualification of accountants'
and auditors' reports. Regulation S-X should be consid
ered a minimum standard. Amendments to S-X are
announced in the FRRs.
Financial statement requirements for 1933 and 1934
Act filings include—

■ Audited Balance Sheets—as of the end of each of the
two latest fiscal years.
■ Audited Statements of Income, Cash Flows, and
Stockholder's Equity—for each of the three latest
fiscal years.
■ Audited Financial Statement Schedules—as applicable
in support of primary financial statements. (If the
registrant is inactive [Reg S-X, Rule 3-11], the financial
statements may be unaudited.)
Financial statements may generally be required for—
■ Registrant and its consolidated subsidiaries.
■ Registrant alone (parent company).
■ Unconsolidated subsidiaries and 50-percent-or-lessowned persons.
■ Affiliates whose securities are pledged as collateral.
■ Guarantors of securities registered.
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A summary of each of the Articles of Reg S-X follows.
Article

Subject

Summary of Contents

1

Application of
Regulation S-X

Specifies the registration state
ments and reports to which
Regulation S-X is applicable
and defines terminology
used in the Regulation.

2

Qualifications
and reports of
accountants

Contains the requirements as
to the qualifications (inde
pendence) of accountants
and the contents of their
reports.

3

General instruc
tions for
financial
statements

Sets forth instructions for (1) the
nature of financial statements
required and the persons,
dates, and periods they must
cover and (2) the age of interim
financial statements required
to be included in registration
and proxy statements.

3A

Consolidated
and combined
financial
statements

Contains the requirements for
the presentation of consoli
dated and combined financial
statements.

4

Rules of general
application

Contains the rules for form,
order, and terminology, and for
certain of the notes required
to be furnished as part of the
financial statements.

5

Commercial and
industrial
companies

Sets forth the information to be
included in balance sheet
and statement of income
captions for commercial and
industrial companies. Also
specifies the schedules that
are to be filed.

6

Registered
investment
companies

6A

Employee stock
purchase,
savings, and
similar plans

7
9

10

Insurance
companies
Bank holding
companies
Interim financial
statements

These articles set forth the
information to be included in
financial statements of spe
cial types of entities.

Sets forth the form and content
of interim financial state
ments and the period for
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Article

Summary of Contents

Subject

which such statements must
be presented in Form 10-Q.

11

Pro forma
financial
information

Specifies the form and content
of pro forma financial dis
closures and the time when
such disclosures are required.
Also provides guidance for
the presentation of financial
forecasts that may be fur
nished in lieu of pro forma
disclosures.

12

Form and
content of
schedules

Sets forth the form and content
of schedules required in
accordance with Rule 5-04
(and certain other rules for
special types of entities).

Financial Reporting Releases
In 1982 the SEC replaced the Accounting Series Releases
(ASRs) with the Financial Reporting Releases (FRRs) and
AAERs. FRRs serve to—
■ Communicate the SEC's views on accounting, dis
closure, and auditing matters.

■ Announce changes to Regulations S-X and S-K and
forms.
A listing of FRRs issued to date (and still in effect)
follows.
FRR No.

Date

Summary of Contents

1

4/82

Codification of financial reporting policies

2

6/82

Instructions for presenting and preparing
pro forma financial information and
requirements for financial statements
of businesses acquired or to be
acquired

4

10/82

Public availability of correspondence
about accountants' independence

5

10/82

Accountants' liability for reports on
unaudited supplementary financial
information

6

11/82

SEC encourages experimentation with
disclosure of foreign operations and
foreign currency translation effects
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FRR No.

Date

Summary of Contents

7

11/82

Adoption of foreign issuer integrated dis
closure system

8

12/82

Financial statement requirements for reg
istered investment companies

9

12/82

Supplemental disclosures of oil- and gas
producing activities

10

2/83

Qualifications and reports of accountants;
amendment of rules on accountants'
independence relating to certain com
pany employees

11

3/83

Revision of financial statement require
ments and industry guide disclosure
for bank holding companies

12

8/83

Accounting for costs of internally
developing computer software for sale
or lease to others

13

8/83

Revision of industry guide disclosures for
bank holding companies

14

9/83

Oil and gas producers—Full cost account
ing practices; amendment of rules

15

12/83

Interpretive release on accounting for
extinguishment of debt

16

3/84

Rescission of interpretation on qualified
auditors' reports in 1933 Act registra
tion statements

17

4/84

Oil and gas producers—Full cost account
ing practices relating to revenue
recognition

18

4/85

19

4/85

Business combination transactions—
Adoption of registration form
Business combination transactions—
Adoption of registration form; foreign
registrants

20

11/84

Rules and guide for disclosures concern
ing reserves for unpaid claims and claim
adjustment expenses of property
casualty underwriters

21

6/85

Technical amendments to rules and forms

22

11/85

Technical amendments to rules and forms

23

12/85

The significance of oral guarantees to the
financial reporting process

24

1/86

Disclosure amendments to Regulation
S-X regarding repurchase and reverse
repurchase agreements

25

5/86

Technical amendments to Rule 3A-02

26

10/86

Interpretive release about disclosures of
the effect of the Tax Reform Act of 1986
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FRR No.

Date

Summary of Contents

27

10/86

Amendment to Industry GuideDisclosures by Bank Holding Companies

28

12/86

Accounting for loan losses by registrants
engaged in lending activities

29

6/87

Accounting for distribution expenses

30

8/87

Disclosure of the effects of inflation and
other changes in prices

31

4/88

Disclosure amendments to Regulation
S-K, Form 8-K, and Schedule 14A
regarding changes in accountants and
potential opinion-shopping situations

32

8/88

Disclosure obligations of companies
affected by the government's defense
contract procurement inquiry and
related issues

33

10/88

Public availability of correspondence
about accountants' independence

34

3/89

Acceleration of the timing for filing Form
8-K relating to changes in accountants
and resignations of directors; amend
ments to Regulation S-K regarding
changes in accountants

35

3/89

Amendments to reporting requirements
for issuer's change of fiscal year; finan
cial reporting changes; period to be
covered by first quarterly report after
effective date of initial registration
statement

36

3/89

Management's discussion and analysis of
financial condition and results of oper
ations; certain investment company
disclosures

37

7/91

Acceptability in financial statements of an
accounting standard permitting the
return of a nonaccrual loan to accrual
status after a partial charge-off

38

10/91

New disclosures of potential adverse
effects and conflicts of interest arising
from roll-up transactions of limited
partnerships and similar entities

39

7/92

Significant amendments to 1933 and 1934
Acts to facilitate the raising of capital by
small business and by start-up compa
nies. Adopted Regulation S-B, new
Forms 10-KSB, 10-QSB, and 10-SB.
Amended Reg D rule 504, and Reg A
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Accounting and Auditing Enforcement Releases

The Accounting and Auditing Enforcement Releases
(AAERs) announce SEC enforcement actions involving
accountants. They discuss SEC investigations and con
clusions regarding violations of GAAS and GAAP, and
any disciplinary actions taken against the accountants.
These matters were announced in the ASRs until 1982.
As of the end of September 1992,406 AAERs were issued.

Staff Accounting Bulletins
Staff Accounting Bulletins (SABs) are interpretations of
and practices followed by the Division of Corporation
Finance and the Office of the Chief Accountant in
administering the accounting and disclosure require
ments of the federal securities laws. SABs are not official
releases of the Commission and are not part of Regulation
S-X, but they should be considered when preparing
financial statements to be included in SEC filings. A listing
of SABs issued to date (and still in effect) follows.
Topical
Listing
Reference

SAB
No.

Date of
Release

40

1/81

Codification of SAB Nos. 1-38
(SAB No. 39 was superseded
byASRNo. 29)

various

42

12/81

SEC concern about the applica
tion of existing accounting
standards to business com
binations accounted for by
the purchase method involv
ing financial institutions

2-A3

42A

12/85

Amortization of goodwill by
financial institutions upon
becoming SEC registrants

2-A4

43

1/82

Early adoption of the new
rules for separate financial
statements required by
Regulation S-X

6-K

44

3/82

Implementation of ASR No. 302
(FRR No. 1, Section 213) and
deletion of topics no
longer relevant

6-K

45

5/82

Presentation of pro forma
financial information for a
pooling of interests

2-C

Summary of Contents
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Topical
Listing
Reference

SAB
No.

Date of
Release

46

5/82

Requirements for interim
financial reporting

6-G1;6-G2

Summary of Contents

47

9/82

Oil- and gas-producing activities

2-D; 12

47A

9/82

Correction of SAB No. 47 con
cerning minimum property
conveyances

12-D4

48

9/82

Assets acquired from promoters
and shareholders prior to
an IPO, in exchange for
stock, should be recorded
at cost to promoter or
shareholder

5-G

49

10/82

Disclosure by bank holding
companies about loans in
countries experiencing
liquidity problems

11-H

49A

1/83

Additional disclosures by bank
holding companies about
certain foreign loans

11-H

50

3/83

Financial statement require
ments in filings involving
the formation of a onebank holding company

1-F

51

3/83

Accounting for sales of stock
by a subsidiary

5-H

52

Deleted
Financial statement require
ments in filings involving
the guarantee of securities
by a parent or subsidiary

1-G; 1-H

53

6/83

54

11/83

Push-down basis of account
ing required in certain
limited circumstances

5-J

55

11/83

Allocation of expenses and
related disclosure in financial
statements of subsidiaries,
divisions, or lesser business
components of another
entity; cheap stock; 1933
Act registration statement
of a subsidiary should
reflect all costs incurred by
parent on its behalf

1-B; 4-D

56

1/84

Reporting of an allocated
transfer risk reserve in fil
ings under the federal
securities laws

11-1
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Topical
Listing
Reference

SAB
No.

Date of
Release

57

7/84

Value of contingent stock
purchase warrants not to
be measured on date
agreement is executed;
measure cost after warrants
are exercised; cost is dif
ference between quoted
market price on date on
which warrants are earned
and the amount customer
must pay

5-K

58

3/85

Last-in, first-out (LIFO) inven
tory practices

5-L

59

9/85

Accounting for noncurrent
marketable equity securi
ties; charge realized loss for
decline below market value

5-M

Summary of Contents

60

12/85

Financial guarantees

11-J

61

5/86

Loan losses

2-A5

62

7/86

Discounting by property
casualty insurance com
panies

5-N

63

9/86

Research and development
arrangements

5-0

64

10/86

Applicability of guidance in
SABs; reporting of income
or loss applicable to com
mon stock; accounting for
redeemable preferred stock;
issuance of shares prior to
an initial public offering

6-C; 6-B;
3-C; 4-D

65

11/86

Risk sharing in pooling of
interests

2-E

66

11/86

Disclosures by certain bank
holding companies regard
ing certain foreign loans

11-H

67

12/86

Income statement presenta
tion of restructuring charges

5-P

68

5/87

Increasing rate preferred stock

5-Q

69

5/87

Application of Article 9 and
Guide 3; income statement
presentation of casino
hotel activities

11-K; 11—L

70

6/87

Accounting for nonrecourse
debt collateralized by lease
receivables, leased assets,
or both

5-R
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Topical
Listing
Reference

SAB
No.

Date of
Release

71

8/87

Financial statements of
properties securing mort
gage loans

1-1

71A

12/87

Financial statements of
properties securing mort
gage loans

1-1

72

11/87

Classification of charges for
abandonments and disal
lowances

10-E

73

12/87

Push-down basis of account
ing required in certain
limited circumstances

5-J

74

12/87

Disclosure of the impact that
recently issued accounting
standards will have on the
financial statements of the
registrant when adopted in
a future period

11-M

75

1/88

Disclosures by bank holding
companies regarding cer
tain foreign loans

11-H2

76

1/88

Risk sharing in pooling of
interests

2-E2

Summary of Contents

77

3/88

Debt issue costs

2-A6

78

8/88

Quasi reorganization

5-S

79

9/88

Accounting for expenses or
liabilities paid by principal
stockholder(s)

5-T

80

11/88

1-J

81

4/89

Financial statements of busi
nesses acquired or to be
acquired
Gain recognition on the sale
of a business or operating
assets to a highly leveraged
entity

82

7/89

Transfers of nonperforming
assets; disclosure of the
impact of financial assistance
from regulators

5-V; 11-N

83

8/89

Earnings-per-share computa
tions in an initial public
offering

4-D

84

8/89

Accounting for sales of stock
by a subsidiary

5-H

85

9/89

Gross revenue method of
amortizing capitalized costs

12—F; 12-G

5-U
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Topical
Listing
Reference

SAB
No.

Date of
Release

86

9/89

Quasi reorganization

87

12/89

Uncertainties
property and
reserves that
FASB No. 5
disclosures

concerning
casualty loss
may require
contingency

5-W

88

8/90

Certain disclosures required
of foreign private issues

1-D1

89

1/91

Financial statement and audit
requirements of acquired
troubled financial institutions

1-K

90

1/91

Disclosure required
by
former clients of an
accounting firm that filed
for bankruptcy

1-L

91

7/91

Accounting for income tax
benefits of bad debts of
thrifts

5-X

Summary of Contents

5-S

REGULATION S-K
Regulation S-K contains the non-financial statement
disclosures for 1933 and 1934 Act filings. A listing of the
Regulation S-K items follows.

General

(a)
(b)
(c)

Application of Regulation S-K
Commission policy on projections
Commission policy on security ratings

Part 100—Business

Item 101—Description of business
Item 102—Description of property
Item 103—Legal proceedings
Part 200—Securities of the Registrant

Item 201—Market price and dividends on the registrant's
common equity and related stockholder matters
Item 202—Description of registrant's securities
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Part 300—Financial Information

Item 301—Selected financial data
Item 302—Supplementary financial information
Item 303—Management's discussion and analysis of
financial condition and results of operations
Item 304—Changes in and disagreements with account
ants on accounting and financial disclosure
Part 400—Management and Certain Security Holders

Item 401—Directors, executive officers, promoters, and
control persons
Item 402—Executive compensation
Item 403—Security ownership of certain beneficial
owners and management
Item 404—Certain relationships and related transactions
Part 500—Registration Statement and Prospectus
Provisions

Item 501—Forepart of registration statement and out
side front cover page of prospectus
Item 502—Inside front and outside back cover pages of
prospectus
Item 503—Summary information, risk factors, and ratio
of earnings to fixed charges
Item 504—Use of proceeds
Item 505—Determination of offering price
Item 506—Dilution
Item 507—Selling security holders
Item 508—Plan of distribution
Item 509—Interests of named experts and counsel
Item 510—Disclosure of Commission position on
indemnification for Securities Act liabilities
Item 511—Other expenses of issuance and distribution
Item 512—Undertakings
Part 600—Exhibits

Item 601—Exhibits
Part 700—Miscellaneous

Item 701—Recent sales of unregistered securities
Item 702—Indemnification of directors and officers
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Part 800—Industry Guides
Item 801—Securities Act of 1933 Industry Guides
Item 802—Exchange Act of 1934 Industry Guides

REGULATION S-B
The SEC recently adopted an integrated disclosure
system for registration and reporting for small business
issuers. A small business issuer is defined as a company
with revenues of less than $25 million and with the
market value of its voting stock less than $25 million. For
a 1933 Act registration, companies qualifying as a small
business may use Form SB-2, which requires substan
tially the same financial information required under old
Form S-18 (which was concurrently rescinded). For 1934
Act registration and periodic reporting, a small business
issuer may use Forms 10-SB (registration), 10-KSB
(annual reporting), and 10-QSB (quarterly reporting).
The narrative disclosure requirements in Regulation
S-B generally parallel those of Regulation S-K. However,
in certain situations, they are more simplified.

SEC FORMS

In many cases, the designated filing forms contain
detailed instructions as to information to be furnished,
especially concerning transaction-related disclosures.

INDUSTRY GUIDES
The SEC issued several guides under the 1933 and 1934
Acts dealing with certain industry-specific disclosures.
The guides are not official Commission releases but
should be considered when filing registration state
ments and periodic reports. The guides are listed in
subpart 800 of Regulation S-K.

Industry Guide No.

1933 Act Industry Guides

1

Disclosure of principal sources
of electric and gas revenues
Disclosure of oil and gas oper
ations

2
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Industry Guide No.

1933 Act Industry Guides

3

Statistical disclosure by bank
holding companies
Prospectuses relating to interests
in oil and gas programs
Preparation of registration state
ments relating to interests in
real estate limited partnerships
Disclosures concerning unpaid
claims and claim adjustment
expenses of property-casualty
insurance underwriters
Description of Property by
Issuers Engaged or To Be
Engaged in Significant Mining
Operations

4

5

6

7

Industry Guide No.

1934 Act Industry Guides

1

Disclosure of principal sources
of electric and gas revenues
Disclosure of oil and gas oper
ations
Statistical disclosure by bank
holding companies
Disclosures concerning unpaid
claims and claim adjustment
expenses of property-casualty
insurance underwriters

2

3
4

5 and 6
7

(Reserved)
Description of Property by
Issuers Engaged or To Be
Engaged in Significant Mining
Operations

FASB AND AICPA PRONOUNCEMENTS
The SEC requires financial statements filed with the Com
mission to be prepared in accordance with generally
accepted accounting principles and, in most cases, to
be audited by independent accountants in accordance
with generally accepted auditing standards. Both author
itative and nonauthoritative pronouncements must be
considered. For example, the SEC chief accountant
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stated that consensuses reached by the FASB Emerging
issues Task Force must be followed by SEC registrants.

ACCOUNTANTS’ AND AUDITORS’ LIABILITIES
Liabilities Under the 1933 Act
Section 11

An auditor may be sued by a third party who can prove
material misstatements or omissions in a registration
statement (that became effective).

Defenses: (1) The auditor proves he or she conducted
a reasonable investigation or (2) the statute of limita
tions takes effect.
Section 17(a)

An antifraud provision makes it unlawful to use fraudulent
tactics in connection with the offer or sale of a security.
The auditor is liable for (1) making false statements and
(2) omitting material information. The plaintiff need not
prove scienter.

Liabilities Under the 1934 Act

Section 10 and Rule 10b-5
It is unlawful to use fraudulent tactics in connection
with the purchase or sale of a security. The plaintiff
must prove scienter.

Section 18

The burden of proof is on the plaintiff. He or she must
prove—
■ Reliance on false statement (or omission).
■ The price of security was adversely affected by false
statement.
■ Damages sought were caused by such reliance.
Defense: proof of good faith and lack of knowledge
that the statement was false. Statute of limitations takes

SEC Reporting/ 125

effect either (1) one year after discovery of the statement
or (2) three years after the statement was made.

INDEPENDENCE REQUIREMENTS
The SEC expects auditors practicing before it to be
independent both in fact and in appearance. The SEC
has issued numerous pronouncements addressing
questions about independence.
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COMPILATION AND REVIEW

INTRODUCTION
Statements on Standards for Accounting and Review
Services (SSARSs) are issued by the AICPA Accounting
and Review Services Committee (ARSC), the senior
technical committee of the AICPA designated by its
Council to issue pronouncements in connection with
unaudited financial statements and other unaudited
financial information of nonpublic entities.
As of September 1992, ARSC had issued six SSARSs:
■ SSARS 1, "Compilation and Review of Financial
Statements"

■ SSARS 2, "Reporting on Comparative Financial
Statements”

■ SSARS 3, "Compilation Reports on Financial State
ments Included in Certain Prescribed
Forms”
■ SSARS 4, "Communications Between Predecessor
and Successor Accountants"
■ SSARS 5, "Reporting on Compiled Financial
Statements”
■ SSARS 6, "Reporting on Personal Financial State
ments Included in Written Personal Finan
cial Plans"
■ Proposed SSARS 7, "Omnibus Statement on Standards
for Accounting and Review Services
-1992”

The proposed statement contains the following
significant provisions:
■ Revises the wording of the SSARS compilation and
review reports to clarify that the standards referred to
in these reports are Statements on Standards for
Accounting and Review Services. This will help
readers differentiate the SSARS review report from
the review report presented in SAS No. 71, Interim
Financial Information.

129
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■ Makes obtaining a client representation letter a
required, rather than an optional, procedure in
a review engagement.
■ Exempts a practitioner who solely types or repro
duces financial statements as an accommodation to a
client from compiling those statements.
The statement is effective for periods ending after
December 15,1993 and for reports issued or reissued after
that date. The statement encourages earlier application.

SSARS 1 defines a compilation and a review of financial
statements and is effective for compilations and reviews
for periods ending on or after July 1,1979. A compilation
is defined as presenting in the form of financial statements
information that is the representation of management
without expressing any assurance on the statements. A
review involves performing inquiry and analytical proce
dures to provide the accountant with a reasonable basis
for expressing limited assurance that there are no material
modifications that should be made to the financial
statements necessary for them to be in conformity with
generally accepted accounting principles.

SSARS 1 defines a financial statement as the following:
A presentation of financial data, including accompany
ing notes, derived from accounting records and
intended to communicate an entity's economic
resources or obligations at a point in time, or the changes
therein for a period of time, in accordance with gener
ally accepted accounting principles or a comprehensive
basis of accounting other than generally accepted
accounting principles. Financial forecasts, projections
and similar presentations, and financial presentations
included in tax returns are not financial statements for
purposes of this statement.

The following presentations are examples of financial
statements:

Balance sheet
Statement of income
Statement of retained earnings
Statement of cash flows
Statement of changes in owners' equity
Statement of assets and liabilities (with or without
owners' equity accounts)
■ Statement of revenues and expenses

■
■
■
■
■
■
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■ Summary of operations
■ Statement of operations by product lines
■ Statement of cash receipts and disbursements

FLOWCHARTS
A flowchart for performing compilation services is
provided in exhibit 6.1. A flowchart for performing
review services is provided in exhibit 6.2.

ENGAGEMENT PLANNING AND ADMINISTRATION

It is important to remember that when engaged to
provide compilation or review services, the accountant
must comply with both Rule 201, "General Standards,"
and Rule 202, "Compliance With Standards," of the
AICPA Code of Professional Conduct. Rule 201 requires
that an AICPA member comply with the following
standards and any interpretations thereof by bodies
designated by its Council:

■ Professional competence. Undertake only those
professional services that the member or the mem
ber's firm can reasonably expect to be completed
with professional competence.
■ Due professional care. Exercise due professional care
in the performance of professional services.
■ Planning and supervision. Adequately plan and
supervise the performance of professional services.
■ Sufficient relevant data. Obtain sufficient relevant
data to afford a reasonable basis for conclusions or
recommendations in relation to any professional
services performed.

Rule 202 requires that an AICPA member who performs
auditing, review, compilation, management advisory,
tax, or other professional services comply with standards
promulgated by bodies designated by Council.

Understanding the Engagement

SSARS 1 states that the accountant should establish an
understanding with the entity regarding the services to
be performed. This understanding should include a
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Exhibit 6.1
Flowchart for Performing Compilation Services

START

Obtain

Engagement
Letter

Acquire
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Acquire
Understanding
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Read
Financial

Statements

NO

Is Information
Unsatisfactory
or Incorrect

. YES

Will

Client

NO

Revise
?
YES

GAAP

Disclosures
Adequate?

YES

Prepare
Standard
Report on
Compilation

NO
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Withdraw or
Disclose Departure
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Report

Disclosure
Adequate

YES
Report

Disclosing
Ommissions &
Departures

NO

Independent?

YES

Issue
Report

Lack of
Independence
Disclosed
in Report

134/ 1993 Accounting & Auditing Reference

Exhibit 6.2
Flowchart for Performing Review Services
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description of the nature and limitations of the services
to be performed, and a description of the report the
accountant expects to render. The understanding should
also include an explanation that the engagement
cannot be relied on to disclose errors, irregularities, or
illegal acts but should also indicate that if any such
matters come to the accountant's attention, the entity
will be notified. It is preferable that the understanding
be in writing.
It is a requirement of SSARS 1 that an accountant have
a knowledge of the entity's business when performing a
compilation or review. The accountant should also pos
sess a level of knowledge of the accounting principles
and practices in the industry in which the entity operates.
Many accountants find it helpful to complete a "client
information form" for their workpapers to document
their understanding of the client.

Engagement Letters
Engagement letters are a matter of sound professional
practice, not a requirement of generally accepted audit
ing standards or SSARSs.
An engagement letter provides a means of formalizing
the understanding between the accountant and the client
concerning the services to be rendered. An engagement
letter may serve to help reduce or eliminate client mis
understanding and potential legal liability.
An engagement letter may cover various services to be
rendered. For example, an accountant who performs
monthly compilations and a year-end review for a given
client may issue only one engagement letter for that client
detailing all services to be performed.

Illustrative Engagement Letter
for a Compilation Engagement
[Letterhead]

(Date)
(Client)
Dear:

This letter is to confirm my (our) understanding of the
terms and objectives of my (our) engagement and the
nature and limitations of the services I (we) will provide.
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I (We) will perform the following services:

1. I (We) will compile, from information you provide,
the annual and interim balance sheets and related
statements of income, retained earnings, and cash
flows of [client name] for the year 19__. I (We) will not
audit or review such financial statements. My (Our)
report on the annual financial statements of [client
name] is presently expected to read as follows:
I (We) have compiled the accompanying balance
sheet of [client name] as of [financial statement date]
and the related statements of income, retained earn
ings and cash flows for the year then ended,
*
in accordance with standards established by the
American Institute of Certified Public Accountants.

A compilation is limited to presenting in the form of
financial statements information that is the
representation of management (owners). I (We) have
not audited or reviewed the accompanying financial
statements and, accordingly, do not express an
opinion or any other form of assurance on them.

My (Our) report on your interim financial statements,
which will omit substantially all disclosures, will
include an additional paragraph that will read as
follows:
Management has elected to omit substantially all of
the disclosures required by generally accepted
accounting principles. If the omitted disclosures
were included in the financial statements, they might
influence the user's conclusions about the com
pany's financial position, results of operations, and
cash flows. Accordingly, these financial statements
are not designed for those who are not informed
about such matters.

If, for any reason, I am (we are) unable to complete
the compilation of your financial statements, I (we)
will not issue a report on such statements as a result
of this engagement.
2. I (We) will assist your bookkeeper in adjusting the
books of account so that he or she will be able to pre
pare a working trial balance from which financial
statements can be compiled. Your bookkeeper will
*When applying SSARS 7, the words after the comma should be
replaced with the following: in accordance with Statements on
Standards for Accounting and Review Services issued by the
American Institute of Certified Public Accountants.
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provide me (us) with a detailed trial balance and any
supporting schedules I (we) require.
3. I (We) will also prepare the federal and [state] income
tax returns for [client name] for the fiscal year ended
December 31,19XX.
My (Our) engagement cannot be relied upon to disclose
errors, irregularities, or illegal acts, including fraud or
defalcations, that may exist. However, I (we) will inform
the appropriate level of management of material errors
that come to my (our) attention and any irregularities or
illegal acts that come to my (our) attention, unless they
are clearly inconsequential.
My (Our) fees for these services...

I (We) shall be pleased to discuss this letter with you at
any time.

If the foregoing is in accordance with your understanding,
please sign the copy of this letter in the space provided
and return it to me (us).
Sincerely yours,

Acknowledged:

Title
Date

Illustrative Engagement Letter for a Review Engagement
[Letterhead]

(Date)

(Client)
Dear

:

This letter is to confirm my (our) understanding of the
terms and objectives of my (our) engagement and the
nature and limitations of the services I (we) will provide.
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I (We) will perform the following services:

1. I (We) will review the balance sheet of [client name]
as of [financial statement date], and the related
statements of income, retained earnings, and cash
flows for the year then ended,
*
in accordance with
standards established by the American Institute of
Certified Public Accountants. My (Our) review will
consist primarily of inquiries of company personnel
and analytical procedures and I (we) will require a
client representation letter from you. A review does
not contemplate obtaining an understanding of the
internal control structure or assessing control risk,
tests of accounting records and responses to
inquiries by obtaining corroborating evidential
matter, and certain other procedures ordinarily
performed during an audit. Thus, a review does not
provide assurance that I (we) will become aware of all
significant matters that would be disclosed in an
audit. My (Our) engagement cannot be relied upon
to disclose errors, irregularities, or illegal acts, includ
ing fraud or defalcations, that may exist. However, I
(we) will inform you of any such matters that come to
my (our) attention, unless they are clearly inconse
quential. I (we) will not perform an audit of such
financial statements, the objective of which is the
expression of an opinion regarding the financial
statements taken as a whole, and accordingly, I (we)
will not express such an opinion on them.

My (Our) report is presently expected to read as
follows:
I (We) have reviewed the accompanying balance
sheet of [client name] as of [financial statement date],
and the related statements of income, retained
earnings, and cash flows for the year then ended,
*
in accordance with standards established by the
American Institute of Certified Public Accountants.
All information included in these financial state
ments is the representation of the management of
[client name].

*When applying SSARS 7, the words after the comma should be
replaced with the following: in accordance with Statements on
Standards for Accounting and Review Services issued by the
American Institute of Certified Public Accountants.
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A review consists principally of inquiries of company
personnel and analytical procedures applied to finan
cial data. It is substantially less in scope than an audit in
accordance with generally accepted auditing standards,
the objective of which is the expression of
an opinion regarding the financial statements taken as
a whole Accordingly, I (we) do not express such an
opinion.
Based on my (our) review, I am (we are) not aware of any
material modifications that should be made to the
accompanying financial statements in order for them to
be in conformity with generally accepted accounting
principles.

If, for any reason, I am (we are) unable to complete my
(our) review of your financial statements, I (we) will not
issue a report on such statements as a result of this
engagement.
2. I (We) will provide your bookkeeper with such
consultation on accounting matters as he or she may
require in adjusting and closing the books of account
and in drafting financial statements for my (our) review.
Your bookkeeper also will provide me (us) with a
detailed trial balance and any supporting schedules I
(we) require.
My (Our) fees for these services...

I (We) shall be pleased to discuss this letter with you at
any time.
If the foregoing is in accordance with your understanding,
please sign the copy of this letter in the space provided
and return it to me (us).

Sincerely yours,

Acknowledged:

Title

Date
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WORKING PAPERS
Compilation Engagements

SSARS 1 does not address workpaper documentation
for a compilation engagement. However, many accoun
tants prefer compilation workpapers that include all
necessary documentation to verify that compilation
procedures were performed. In determining what work
papers he or she will need, the accountant should
consider any peer review requirements that the firm will
need to meet.

Compilation Procedures
The following items are generally documented in
compilation workpapers:

■ Documentation of the accountant's knowledge of
the client's business and the accounting principles
and practices of the industry in which the entity
operates
■ Documentation of the understanding with the client
concerning the services to be rendered, usually in
the form of an engagement letter
■ Documentation that the accountant has read the
compiled financial statements
■ Support for a change in the level of service per
formed, if necessary
■ Working trial balance
■ Reasons for omitting substantially all disclosures
■ Documentation of discussion of unusual items
If the accountant prepares the financial statements as
well as compiles them, he or she should also include in
the workpapers the following:

■ Support for information in the notes to the financial
statements
■ Copies of preliminary client records (for example,
working trial balance and adjustments) required to
arrive at final compiled financial statements

Compilation Checklists
Procedural checklists can serve as a means of
documenting in the workpapers that all necessary
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procedures have been performed. When completing
a procedural checklist, the accountant should refer to
the specific workpaper documenting completion of the
checklist step.

Review Engagements
Reviews involve performing inquiry and analytical
procedures. SSARS 1 discusses workpaper documenta
tion for review engagements. SSARS 1 does not specify
the form or content of the working papers in connection
with a review engagement, but states that the working
papers should describe the following:
■ The matters covered in the accountant's inquiry and
analytical procedures
■ Unusual matters that the accountant considered
during the performance of the review, including their
disposition

Review Procedures—Inquiry
SSARS 1 states that the accountant's inquiries should
generally consist of the following:
■ Inquiries concerning the entity's accounting principles
and practices and the methods followed in applying
them
■ Inquiries concerning the entity's procedures for (1)
recording, classifying and summarizing transactions
and (2) accumulating information for disclosure in
the financial statements
■ Inquiries concerning actions taken at meetings of
stockholders, board of directors, committees of the
board of directors, or comparable meetings that may
affect the financial statements
■ Inquiries of persons having responsibility for financial
and accounting matters concerning (1) whether the
financial statements have been prepared in conformity
with generally accepted accounting principles con
sistently applied, (2) changes in the entity's business
activities or accounting principles and practices,
(3) matters concerning which questions have arisen
in the course of applying the foregoing procedures,
and (4) events subsequent to the date of the financial
statements that would have a material effect on the
financial statements
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Review Procedures—Analytical

SSARS 1 states that analytical procedures consist of the
following:
■ Comparison of the financial statements with state
ments for a comparable prior period(s)
■ Comparison of the financial statements with antici
pated results, if available
■ Study of the relationship of the elements of the finan
cial statements that would be expected to conform
to a predictable pattern based on the entity's
experience

Three common forms of analytical procedures are ratio
analysis, trend analysis, and tests for reasonableness of
data. Once the accountant performs his or her analytical
procedures, the accountant must evaluate the results,
usually against past historical results or industry averages.
SSARS 1 also suggests that the following review proce
dures be performed:
■ Reading the financial statements to consider, on the
basis of information coming to the accountant's
attention, whether the financial statements appear
to conform with generally accepted accounting
principles
■ Obtaining reports from other accountants, if any,
who have been engaged to audit or review the financial
statements of significant components of the reporting
entity, its subsidiaries, and other investees
The following items are usually included in the work
papers for a review engagement:

■ Documentation of the accountant's knowledge of
the client's business and the accounting principles
and practices of the industry in which it operates
■ An engagement letter

■ Support for a change in the level of service, if any
■ Documentation of all inquiries and respective
responses
■ Documentation of all analytical procedures
■ A representation letter
■ Documentation of discussion of unusual matters
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■ Copies of reports of other accountants who have
performed services with respect to a subsidiary or
other significant investee

REVIEW OF FINANCIAL STATEMENTS—
ILLUSTRATIVE INQUIRIES

1. General:
a. What are the procedures for recording, classifying,
and summarizing transactions (relates to each
section discussed below)?
b. Do the general-ledger control accounts agree
with subsidiary records (for example, receivables,
inventories, investments, property and equip
ment, accounts payable, accrued expenses, and
noncurrent liabilities)?
c. Have accounting principles been applied on a
consistent basis?
2. Cash:
a. Have bank balances been reconciled with book
balances?
b. Have old or unusual reconciling items between
bank balances and book balances been reviewed
and adjustments made where necessary?
c. Has a proper cutoff of cash transactions been
made?
d. Are there any restrictions on the availability of
cash balances?
e. Have cash funds been counted and reconciled
with control accounts?
3. Receivables:
a. Has an adequate allowance been made for doubtful
accounts?
b. Have receivables considered uncollectible been
written off?
c. If appropriate, has interest been reflected?
d. Has a proper cutoff of sales transactions been
made?
e. Are there any receivables from employees and
related parties?
f. Are any receivables pledged, discounted, or
factored?
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g. Have receivables been properly classified
between current and noncurrent?
4. Inventories:
a. Have inventories been physically counted? If not
how have inventories been determined?
b. Have general-ledger control accounts been
adjusted to agree with physical inventories?
c. If physical inventories are taken at a date other
than the balance sheet date, what procedures
were used to record changes in inventory
between the date of the physical inventory and
the balance sheet date?
d. Were consignments in or out considered in taking
physical inventories?
e. What is the basis of valuation?
f. Does inventory cost include material, labor, and
overhead where applicable?
g. Have write-downs for obsolescence or cost in
excess of net realizable value been made?
h. Have proper cutoffs of purchases, goods in transit,
and returned goods been made?
/. Are there any inventory encumbrances?
5. Prepaid expenses:
a. What is the nature of the amounts included in
prepaid expenses?
b. How are these amounts amortized?
6. Investments (including loans, mortgages, and intercor
porate investments):
a. Have gains and losses on disposal been reflected?
b. Has investment income been reflected?
c. Has appropriate consideration been given to the
classification of investments between current and
noncurrent, and the difference between the cost
and market value of investments?
d. Has consolidation of equity accounting require
ments been considered?
e. What is the basis of valuation of marketable
equity securities?
f. Are investments unencumbered?

7. Property and equipment:
a. Have gains or losses on disposal of property and
equipment been reflected?
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b. What are the criteria for capitalization of prop
erty and equipment? Have such criteria been
applied during the fiscal period?
c. Does the repairs and maintenance account
only include items of an expense nature?

d. Are property and equipment stated at cost?
e. What are the depreciation methods and rates?
Are they appropriate and consistent?
f. Are there any unrecorded additions, retire
ments, abandonments, sales, or trade-ins?
g. Does the entity have material lease agreements?
If so, have they been properly reflected?
h. Is any property or equipment mortgaged or
otherwise encumbered?

8. Other assets:
a. What is the nature of the amounts included in
other assets?
b. Do these assets represent costs that will benefit
future periods? What is the amortization
policy? Is it appropriate?
c. Have other assets been properly classified
between current and noncurrent?
d. Are any of these assets mortgaged or otherwise
encumbered?

9. Accounts and notes payable and accrued liabilities:
a. Have all significant payables been reflected?
b. Are all bank and other short-term liabilities
properly classified?
c. Have all significant accruals (such as payroll,
interest, and provisions for pension and profitsharing plans) been reflected?
d. Are there any collateralized liabilities?
e. Are there any payables to employees and
related parties?

10. Long-term liabilities:
a. What are the terms and other provisions of
long-term liability agreements?
b. Have liabilities been properly classified
between current and noncurrent?
c. Has interest expense been reflected?
d. Has there been compliance with restrictive
covenants of loan agreements?
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e. Are any long-term liabilities collateralized or
subordinated?

11. Income and other taxes:
a. Has provision been made for current and prior
year federal income taxes payable?
b. Have any assessments or reassessments been
received? Are there tax examinations in process?
c. Are there temporary differences? If so, have
deferred taxes been reflected?
d. Has provision been made for state and local
income, franchise, sales, and other taxes
payable?
12. Other liabilities, contingencies, and commitments:

a. What is the nature of the amounts included in
other liabilities?

b. Have other liabilities been properly classified
between current and noncurrent?
c. Are there any contingent liabilities, such as dis
counted notes, drafts, endorsements, warranties,
litigation, and unsettled asserted claims? Are
there any unasserted potential claims?
d. Are there any material contractual obligations
for construction or purchase of real property
and equipment and any commitments or
options to purchase or sell company securities?
13. Equity:

a. What is the nature of any changes in equity
accounts?
b. What classes of capital stock have been
authorized?
c. What is the par or stated value of the various
classes of stock?
d. Do amounts of outstanding shares of capital
stock agree with subsidiary records?
e. Have capital stock preferences, if any, been
disclosed?
f. Have stock options been granted?
g. Has the entity made any acquisitions of its own
capital stock?
h. Are there any restrictions on retained earnings
or other capital?

148/

1993 Accounting & Auditing Reference

14. Revenue and expenses:
a. Are revenues from the sale of major products
and services recognized in the appropriate
period?
b. Are purchases and expenses recognized in the
appropriate period and properly classified?
c. Do the financial statements include discontinued
operations or items that might be considered
extraordinary?
15. Other:
a. Are there any events that occurred after the end
of the fiscal period that have a significant effect
on the financial statements?
b. Have actions taken at stockholder, board-ofdirectors, or comparable meetings that affect
the financial statements been reflected?

c. Have there been any material transactions
between related parties?

d. Are there any material uncertainties? Is there any
change in the status of material uncertainties
previously disclosed?

REVIEW OF FINANCIAL STATEMENTS—
ILLUSTRATIVE REPRESENTATION LETTER
(Date of accountant's report)

(To the accountant)
In connection with your review of the balance sheet of
[client name] as of [financial statement date] and the
related statements of income, retained earnings, and
cash flows for the [period] then ended, for the purpose
of expressing limited assurance that there are no material
modifications that should be made to the statements in
order for them to be in conformity with generally
accepted accounting principles (or other comprehen
sive basis of accounting), we confirm, to the best of our
knowledge and belief, the following representations
made to you during your review.

1. The financial statements referred to above present
the financial position, results of operations, and cash
flows of (name of client) in conformity with generally
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accepted accounting principles
*
In that connection,
we specifically confirm that—
a. The company's accounting principles, and the
practices and methods followed in applying
them, are as disclosed in the financial statements.
b. There have been no changes during the year in the
Company's accounting principles and practices.
c. We have no plans or intentions that may materi
ally affect the carrying value or classification of
assets and liabilities.
d. There are no material transactions that have not
been properly reflected in the financial statements.
e. There are no material losses (such as from obso
lete inventory or purchase or sales commitments)
that have not been properly accrued or disclosed
in the financial statements.

f.

There are no violations or possible violations of
laws or regulations whose effects should be con
sidered for disclosure in the financial statements
or as a basis for recording a loss contingency,
and there are no other material liabilities or gain
or loss contingencies that are required to be
accrued or disclosed.

g. The company has satisfactory title to all owned
assets, and there are no liens or encumbrances
on such assets nor has any asset been pledged.

h. There are no related party transactions or related
amounts receivable or payable that have not been
properly disclosed in the financial statements.

i.

We have complied with all aspects of contractual
agreements that would have a material effect on the
financial statements in the event of noncompliance.
/. No events have occurred subsequent to the bal
ance sheet date that would require adjustment
to, or disclosure in, the financial statements.
2. We have advised you of all actions taken at meetings
of stockholders, board of directors, and committees
of the board of directors (or other similar bodies) that
may affect the financial statements.

*This representation letter should be modified when the finan
cial statements are prepared in accordance with an other com
prehensive basis of accounting.
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3. We have responded fully to all inquiries made to us
by you during your review.

(Name of Owner or Chief
Executive Officerand Title)
(Name of Chief Financial
Officer and Title,
where applicable)

ACCOUNTANTS’ REPORTS
Accountant’s Report on Compilation of Financial
Statements of a Nonpublic EntityComparative Financial Statements

(Client)

I (We) have compiled the accompanying balance sheets
of XYZ Company as of December 31,19X2 and 19X1, and
the related statements of income, retained earnings,
and cash flows for the years then ended,* in accordance
with standards established by the American Institute of
Certified Public Accountants.
A compilation is limited to presenting in the form of
financial statements information that is the representation
of management (owners). I (We) have not audited or
reviewed the accompanying financial statements and,
accordingly, do not express an opinion or any other
form of assurance on them.

(Signature)

(Date)
Accountant’s Report on Compilation of Financial
Statements of a Nonpublic EntityOmission of Substantially All Disclosures
The following paragraph is added at the bottom of the
standard compilation report:
*When applying SSARS 7, the words after the comma should be
replaced with the following: in accordance with Statements on
Standards for Accounting and Review Services issued by the
American Institute of Certified Public Accountants.
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Management has elected to omit substantially all of the
disclosures required by generally accepted accounting
principles. If the omitted disclosures were included in
the financial statements, they might influence the user's
conclusions about the company's financial position,
results of operations, and cash flows. Accordingly, these
financial statements are not designed for those who are
not informed about such matters.

This form of report is appropriate only for a compila
tion engagement, not for a review engagement.
Accountant’s Report on Review of Financial
Statements of a Nonpublic EntityComparative Financial Statements

(Client)

I (We) have reviewed the accompanying balance sheets
of XYZ Company as of December 31,19X2 and 19X1, and
the related statements of income, retained earnings,
and cash flows for the year then ended,
*
in accordance
with standards established by the American Institute of
Certified Public Accountants. All information included
in these financial statements is the representation of the
management (owners) of XYZ Company.
A review consists principally of inquiries of company
personnel and analytical procedures applied to financial
data. It is substantially less in scope than an audit in
accordance with generally accepted auditing standards,
the objective of which is the expression of an opinion
regarding the financial statements taken as a whole.
Accordingly, I (we) do not express such an opinion.

Based on my (our) reviews, I am (we are) not aware of any
material modifications that should be made to the
accompanying financial statements in order for them to
be in conformity with generally accepted accounting
principles.

(Signature)

(Date)
*When applying SSARS 7, the words after the comma should be
replaced with the following: in accordance with Statements on
Standards for Accounting and Review Services issued by the
American Institute of Certified Public Accountants.
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7
NONPROFIT ORGANIZATIONS

INTRODUCTION

Definition and Classification of Nonprofit Organizations

Authoritative literature of the Financial Accounting
Standards Board (FASB) broadly classifies entities as
business enterprises or nonbusiness organizations. The
latter include state and local governmental units and
not-for-profit organizations. AICPA literature uses the
terms nonprofit organizations and not-for-profit organi
zations to identify entities other than business enterprises.
The terms nonprofit, not-for-profit and nonbusiness
will be used interchangeably in this chapter.
FASB Statement of Financial Accounting Concepts
(SFAC) No. 4, Objectives of Financial Reporting by
Nonbusiness Organizations, paragraph 6, defines non
business organizations by describing their distinguishing
characteristics, including the following:
■ Operating purposes that are other than to provide
goods or services at a profit or profit equivalent
■ Receipts of significant amounts of resources from
resource providers who do not expect to receive
either repayment or economic benefits proportion
ate to the resources provided
■ Absence of defined ownership interests that can be
sold, transferred, or redeemed or that convey entitle
ment to a share of a residual distribution of resources
in the event of liquidation of the organization

SFAC No. 4, paragraph 7, classifies nonprofit organiza
tions in the following two categories by source of financial
resources:

■ Type A—nonprofit organizations whose financial
resources are obtained entirely, or almost entirely,
from revenues from the sale of goods and services.
Type A organizations are essentially self-sustaining.
An example of a type A organization is a nonprofit
private school.
■ Type B—nonprofit organizations that obtain a signifi
cant amount of financial resources from sources
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other than the sale of goods and services. Type B
organizations include most human service organiza
tions (charities), churches, foundations, libraries,
and other organizations whose major resources are
private donations or public (governmental) support.

The AICPA has issued several audit and accounting
guides dealing with the following nonprofit organizations:
■ Hospitals, clinics, and other ambulatory care organi
zations, continuing care retirement communities,
home health agencies, and nursing homes—covered
by the AICPA Audit and Accounting Guide Audits of
Providers of Health Care Services (APHCS).
■ Colleges and universities—covered by the AICPA Indus
try Audit Guide Audits of Colleges and Universities
(ACU).
■ Voluntary health and welfare organizations—covered
by the AICPA Industry Audit Guide Audits of Voluntary
Health and Welfare Organizations (AVHW). The pref
ace of AVHW defines voluntary health and welfare
organizations as “nonprofit organizations that derive
their revenue primarily from voluntary contributions
from the general public to be used for general or
specific purposes connected with health, welfare, or
community services." Examples of voluntary health
and welfare organizations are—
— The Salvation Army.
— The Red Cross.
- CARE.
— Goodwill Industries.

— The United Way.
— Nonprofit organizations whose purpose is to find
a cure for, or help people who have, diseases such
as cancer, diabetes, heart disease, muscular dys
trophy, mental illnesses, or alcoholism.
■ All other nonprofit organizations (except those types
of entities that operate essentially as commercial
businesses for the direct economic benefit of mem
bers or stockholders, such as employee benefit and
pension plans, mutual insurance companies, mutual
banks, credit unions, trusts, common interest realty
associations, and farm cooperatives) are covered by
the AICPA Audit and Accounting Guide Audits of
Certain Nonprofit Organizations (ACNO) and by
AICPA Statement of Position (SOP) 78-10, Accounting
Principles and Reporting Practices for Certain
Nonprofit Organizations.
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AUTHORITATIVE LITERATURE
The previous section mentions several authoritative
documents pertaining to nonprofit organizations (that
is, SFAC No. 4, APHCS, ACU, AVHW, ACNO, and SOP
78-10). This section discusses these and other authorita
tive accounting and auditing documents that establish
standards, or provide guidance, for nonprofit organiza
tions. The literature may be broadly classified as general
or specific.

General Literature

Some authoritative pronouncements generally apply
to both business enterprises and nonprofit organizations.
Pronouncements of the FASB provide accounting stan
dards that apply to relevant circumstances of nonprofit
organizations. For example, FASB Statement No. 87,
Employers' Accounting for Pensions, applies if the non
profit organization has a defined benefit pension plan.
The AICPA Statements on Auditing Standards (SASs) and
Auditing Interpretations apply to audits of nonprofit
organizations.
Certain FASB, GASB, AICPA pronouncements, and
other documents are directed specifically to nonprofit
organizations.

Specific Accounting Literature
The following documents establish accounting stan
dards or concepts specific to the financial statements of
nonprofit organizations.

■ SFAC No. 4, Objectives of Financial Reporting by Non
business Organizations, establishes the objectives of
general purpose external financial reporting by non
business organizations.
■ SFAC No. 6, Elements of Financial Statements, defines
three classes of net assets for nonprofit organizations
and changes in those classes during the period (that
is, changes in permanently restricted, temporarily
restricted, and unrestricted net assets).

■ FASB No. 93, Recognition of Depreciation by Not-forProfit Organizations, as amended, requires all such
organizations to record depreciation on capitalized
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tangible assets except for certain works of art and
historical treasures.
■

AVHW describes GAAP applicable to financial
reporting by such organizations.

■

SOP 78-10 recommends financial accounting princi
ples and reporting practices for all nonprofit organi
zations except hospitals, colleges and universities,
voluntary health and welfare organizations, state and
local governmental units, and nonprofit entities that
operate essentially as commercial businesses for the
direct economic benefit of members or stockholders.

■

SOP 87-2, Accounting for Joint Costs of Informa
tional Materials and Activities of Not-for-Profit
Organizations That Include a Fund-Raising Appeal,
amends portions of AVHW and SOP 78-10 and recom
mends the accounting for costs that include aspects
of both fund-raising and program functions or
management and general functions. It applies to
both voluntary health and welfare organizations and
organizations covered by SOP 78-10.

Objectives of Nonprofit Accounting and
Financial Reporting
The objectives of nonprofit financial reporting are to—

1. Communicate the ways resources have been used
to meet the organization's objectives and external
requirements.
2. Identify an organization's principal programs and
their costs.
3. Disclose the degree of control exercised by donors
and funding sources over use of resources.
4. Help the user evaluate the organization's ability to
carry out its fiscal objectives.

Fund Accounting
Both SOP 78-10 and AVHW address the use of fund
accounting. SOP 78-10, paragraphs 14-15, defines and
explains the purpose of fund accounting as follows:
Many nonprofit organizations receive resources re
stricted for particular purposes. To facilitate observance
of limitations, the accounts are often maintained using
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fund accounting, by which resources are classified for
accounting and reporting purposes into funds
associated with specified activities or objectives. Each
fund is a separate accounting entity with a self-balancing
set of accounts for recording assets, liabilities, fund
balance, and changes in the fund balance. Although
separate accounts are maintained for each fund, the
usual practice in preparing financial statements is to
group funds that have similar characteristics. ...[R]eport
ing on a fund accounting basis may be helpful where
needed to segregate unrestricted from restricted
resources. If an organization has restricted resources and
elects not to report on a fund accounting basis, the finan
cial statements should disclose all material restrictions.

According to AVHW, page 1:
Most voluntary health and welfare organizations have
adopted fund accounting. Under the fund accounting
concept, separate accounting entities, or funds, are
established as needed to achieve a proper segregation
and fair presentation of those resources available for
use at the discretion of the governing board (unres
tricted funds) and of those resources over which the
board has little, if any, discretion as to use because of
externally imposed restrictions (restricted funds).

Fund accounting provides a mechanism for meeting
differing needs of various users of nonprofit financial
statements. For instance, contributors and funding
sources are interested in statements that account for the
use of funds they provide, whether restricted or unre
stricted. Regulatory agencies are often concerned with
amounts spent for other-than-program purposes,
including management, fund-raising, unrelated business
income, lobbying, etc.; governing boards with the proper
utilization of all funds; beneficiaries with the efficient
use of program funds; and creditors and potential credi
tors with the unrestricted funds available for the
continued operation of the organization.
The following categories of funds are used in non
profit fund accounting:
■ Operating funds, which include the following:
— Current unrestricted funds (sometimes referred
to as "general fund")
— Current restricted funds
■ Land, building, and equipment fund (often referred
to as "plant fund")
■ Endowment funds
■ Custodian funds
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■ Loan and annuity funds
■ Other (special purpose) funds

Audit Implication of Fund Accounting
The principal audit implication of fund accounting is
that the auditor should be concerned that transactions
are classified in accordance with the objectives or
restrictions pertaining to them. For example, a contribu
tion may be recorded as the income of several different
funds depending on whether the donor restricted it for
the acquisition of property or equipment, restricted it
for a specific current operating purpose such as salaries
of a particular program, or placed no restrictions on its
use. Income earned on an investment likewise may be
recorded in a restricted or unrestricted fund depending
on donor stipulations; the auditor should determine
the proper fund classification. Also, assets recorded in a
restricted fund (for example, an endowment or annuity
fund) may become unrestricted (and thus need to be
transferred to an unrestricted fund) by the passage of
time or the occurrence of a specified event. All restricted
funds should be disclosed.
GAAP Requirements for Presentation of Financial Statements
by Fund
An organization's maintenance of its accounts by fund
does not necessarily mean that its financial statements
are required to be presented by fund. AVHW and SOP
78-10 have different requirements for the presentation
of financial statements by fund. AVHW, page 4, requires
fund financial statements for voluntary health and welfare
organizations. It states that the balance sheet "should
show the unrestricted fund and the various types of
restricted funds that have been established in response
to donor or grantor restrictions" and that the activity
statement should "reflect the activity within each fund."
SOP 78-10, paragraph 15, does not require fund-basis
financial statements. It states that "reporting on a fund
accounting basis may be helpful where needed to segre
gate unrestricted from restricted resources," and requires
that "if an organization has restricted resources and
elects not to report on a fund accounting basis, the
financial statements should disclose all material restric
tions." In practice, many nonprofit organizations do not
report on a fund basis.
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Basis of Accounting
Both AVHW and SOP 78-10 require the accrual basis of
accounting for financial statements, to be in conformity
with GAAP. However, both AVHW and ACNO recognize
that a nonprofit organization might present financial
statements on a basis of accounting other than GAAP,
including the cash or modified cash basis or a basis of
accounting prescribed by a regulatory agency.

Specific Auditing Literature
The following AICPA pronouncements include auditing
guidance specifically applicable to nonprofit organizations:
■ AVHW includes guidance on auditing and reporting
on financial statements of voluntary health and welfare
organizations.
■ ACNO includes guidance on unique or particularly
significant aspects of the audit of financial state
ments of certain nonprofit organizations. It applies to
nonprofit organizations covered by SOP 78-10.
■ SAS No. 68 provides audit and reporting guidance
explicitly applicable to nonprofit organizations that
receive financial assistance from a government.
■ AICPA Audit Interpretation Reports on the Financial
Statements Included in Internal Revenue Form 990,
"Return of Organizations Exempt from Income Tax,"
includes reporting guidance specifically applicable
to nonprofit organizations.

Specific Government Pronouncements

If a nonprofit organization receives federal financial
assistance—directly or indirectly—through a state or
local government, the following government pronounce
ments may apply:

■ Single Audit Act of 1984
■ OMB Circular A-110, Grants and Agreements with
Institutions of Higher Education, Hospitals, and
Other Nonprofit Organizations (superseded by OMB
Circular A-133 as to audit requirements)
■ OMB Circular A-122, Cost Principles for Nonprofit
Organizations
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■ OMB Circular A-133, Audits of Institutions of Higher
Education and Other Nonprofit Organizations
■ OMB Circular A-133, Compliance Supplement for
Audits of Institutions of Higher Education and Other
Nonprofit Organizations
■ U.S. General Accounting Office, Government Auditing
Standards (the "Yellow Book," revised in 1988)
■ U.S. General Accounting Office, Interpretation of
Continuing Education and Training Requirements

Distinction Between Health and Welfare Organizations
and Other Nonprofits
AVHW and SOP 78-10 contain some accounting and
reporting differences; thus it is important for the auditor
to decide whether an organization is a voluntary health
and welfare organization or a nonprofit organization
covered by SOP 78-10. Sometimes the distinction may
not be obvious, and the auditor will need to decide if
the organization meets the definition of a voluntary
health and welfare organization. If the organization
does not meet that definition and also does not meet
the definition of organizations excluded from SOP 78-10
or specifically covered by the AICPA guides men
tioned previously, then the organization is covered by
SOP 78-10.

OPERATION, ACCOUNTING AND REPORTING
DIFFERENCES BETWEEN NONPROFIT
ORGANIZATIONS AND BUSINESS ENTERPRISES
Differences in Operations
Control Matters

Nonprofit organizations are often subject to more scru
tiny by outside parties than are private businesses of
similar size. Funding sources, particularly governmental
funding agencies, may require periodic reporting and
audits, may specify monitoring and compliance practices,
and may reserve the right to perform audits of programs
they fund. Formal budgets serve as a significant control
on the activities of nonprofit organizations.
Budgetary accounting is crucial to many nonprofit
organizations because of the restricted nature of much
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of their resources. This means that many nonprofit
organizations must prepare and closely adhere to
detailed budgets for specific programs or functions.
Because of funding source constraints on revenue and
expenditures, budgets in the nonprofit sector are often
a contractual agreement subject to limited flexibility.
When a nonprofit organization wishes to modify a pro
gram budget, specific funding source guidelines and
procedures may have to be followed, often including
gaining written permission from the funding source.
Thus, in the audit, budgets and budget modifications
may require special attention.

Differences in Accounting

Financial Statement Elements
The following is a summary of the differences between
financial statement elements of business and nonprofit
organizations. When different standards exist for volun
tary health and welfare organizations and SOP 78-10
organizations, those differences are noted.

ASSETS

Cash:
Key differentiating issue is adequate disclosure of
restrictions.
Pledges Receivable:

■ AVHW—pledges recorded as support and receivable
in period made unless use is specified for future
periods.
■ SOP 78-70—pledges that are legally enforceable are
recognized as support in period designated by donor.
In the absence of a specified support period, the net
estimated realizable amount of pledges scheduled to
be received over a future period should be assumed
to be support for that period and should be accounted
for as deferred support in the balance sheet.
Investments:
■ Marketable debt with ability and intent to hold until
maturity—carry at amortized cost, market value, or
lower of cost or market value.
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■ Marketable equity and marketable debt that are not
expected to be held to maturity—carry at market
value or lower of cost or market value.
■ Other (such as real estate or oil/gas interests)—carry
at fair value or lower of cost or fair value.

Inventories:
Usually consist of purchased or donated materials and
supplies used in operations or programs.
■ Purchased items—carry at lower of cost or market.
■ Donated items—fair value at time of donation.

Property and Equipment:
■ Purchased—carried at cost.
■ Donated—carried at fair value on date of donation.

Both categories are required to be depreciated by FASB
No. 93.
Collections:
■ Exhaustible—capitalization required. FASB No. 93
requires depreciation of exhaustible collections.
■ Inexhaustible—capitalization not required, but
encouraged for items with determinable values.

LIABILITIES
Deferred Support or Revenue:
• Restricted support—
— AVHW— in the absence of clear evidence of speci
fied program period, donations and pledges are
recorded as support when received.
— SOP 78-10—current restricted gifts, grants, and
bequests recognized as support only to the extent
that expenses have been incurred for the purpose
specified by the donor.
■ Capital additions—recorded as deferred capital sup
port until used for indicated purpose, at which time
reported as capital additions in activity statement.
■ Pledges relating to future periods—donations and
pledges specified for future periods deferred and
recognized as support in period in which they may
be used.
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■ SOP 78-10: Initiation and life membership fees—
if services are to be provided in exchange for
non refundable fees, record receivable when fees are
due, and (1) if future fees are expected to cover future
costs, recognize fees as revenue in the period in
which fees are receivable, or (2) if future fees will not
cover future costs, record deferred revenue when the
receivable is recorded and amortize to future
periods based on average membership duration or
life expectancy.
■ SOP 78-10: Subscription revenue—recognized over
period to which subscription applies; deferred
revenue recorded for subscriptions relating to future
periods.

Interfund Borrowings:
Disclosure of material borrowings required if financials
are not presented on a fund basis. Should be consid
ered permanent and recorded as transfers if borrowing
fund is unable to repay.

FUND BALANCES
Fund balances represent the net assets of restricted and
unrestricted funds. They are residual amounts that have
the character of their related funds (restricted vs. unres
tricted). The restricted or unrestricted nature is conveyed
in financial statements by presentation of statements on
a fund basis or by disclosure of restricted portions in
notes or financial statement captions.

Designations:
Voluntary segregations of unrestricted fund balances
for specific purposes, projects, or investments.
Reported as classifications of unrestricted fund
balances on the balance sheet.

REVENUES
Program Service Fees and Revenue:
■ Service fees—usually recognized in period in which
services are rendered. Deferral required for portions
related to periods subsequent to balance sheet date.
■ Sales revenue—recorded at time of sale or shipment.
■ Third-party reimbursements—revenue recorded in
period in which reimbursable costs are incurred, if
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this differs from the period in which the third party
is billed.
Donated Materials, Facilities, and Services:
■

Donated materials and facilities—recorded at fair
value as contributions and as inventory or property
and equipment in period received.

■

Donated services—usually not recorded because
difficult to value. May be recorded if following condi
tions are met:

1. Services are significant and an integral part of
organization's efforts and would have to be per
formed by salaried personnel if not donated.

2. The organization controls the employment and
activity of service donors, comparable to the
control of salaried personnel.
3. The amount to be recorded has a clearly measura
ble basis.
4. The services of the nonprofit organization are not
primarily for the benefit of members.
EXPENSES

Program Service Expenses:
Direct and indirect costs related to providing the organi
zation's programs or services.
Supporting Services Expenses:
Expenses for activities not directly related to the pur
pose for which the organization exists, as described in
its mission. Broadly categorized as—
Management and general— related to the overall
direction of the organization (such as governing
board activities, business management, record keep
ing, and budgeting).
■ Fund raising—costs of all activities that constitute an
appeal for financial support.

■

Transfers:
Board-approved redistributions of fund balances
among funds. May be from restricted to unrestricted
funds and vice versa.
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Differences in Reporting
Financial Statements—VHW Organizations
Balance Sheet: Should show the unrestricted fund and
the various types of restricted funds that have been
established in response to donor or grantor restrictions.
AVHW does not discuss presentation of a classified
balance sheet.

Activity Statement (also called "statement of support,
revenue, and expenses and changes in fund balances"):
Conveys the activity within each fund. Expenses for pro
gram services should be segregated from fund-raising
and management-and-general expenses. If the organi
zation provides more than one separate identifiable
program service, program expenses should be reported
by type of program function.

Statement of Functional Expenses: Supports total pro
gram and supporting services expenses for the period.
Presents, in reasonable detail, the nature of the
expenses (such as salaries or occupancy) incurred in
each category of program and supporting services
reported in the activity statement.
Statement of Changes in Financial Position or Statement
ofCash Flows: Is not required for VHW Organizations.

Financial Statements—SOP 78-10 Organizations
Balance Sheet: The total of all unrestricted fund balances
(other than amounts shown in a property and equip
ment fund) should be shown and labeled. The property
and equipment fund may be reported separately or may
be combined with either the unrestricted or restricted
fund, as appropriate. Classified presentation is required
if the organization has only unrestricted funds; it is not
required if the organization has both restricted and
unrestricted funds and the fund classification adequately
discloses the current and long-term nature of assets and
liabilities.

Statement of Activity: Capital additions required to be
reported separately from support and revenue. If the
organization receives significant contributions from the
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general public (including federated fund-raising, or
similar, organizations), expenses should be presented
on a functional basis. Functional classifications should
include program services and supporting services. The
statement should report the excess (deficiency) of
revenues and support over expenses for the period. If
activity includes capital additions, the statement should
present excess (deficiency) before capital additions and
after capital additions.
Statement of Changes in Financial Position or Statement
of Cash Flows:
■ Statement of changes—Required whenever a balance
sheet and activity statement are both presented. Pre
pared in accordance with Accounting Principles
Board Opinion No. 19.
■ Statement ofcash flows—FASB No. 95 excludes non
profit organizations from its scope, but application
by nonprofits is not prohibited. The applicability of
FASB No. 95 to nonprofits is being studied as part of
a FASB project on financial statement display of non
profit organizations.

Statement of Functional Expenses: Not required. How
ever, organizations reporting expenses on a functional
basis may present a schedule of functional expenses as
supplementary information. In addition, the organiza
tion may voluntarily present the statement as part of the
basic financial statements.
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8
STATE AND LOCAL GOVERNMENTAL
ACCOUNTING AND AUDITING

GOVERNMENTAL ACCOUNTING STANDARDS
Authority of Governmental Accounting Principles

Statement on Auditing Standards (SAS) No. 69, The
Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles in the Auditor's Report,
names the Governmental Accounting Standards Board
(GASB) as the body designated to set accounting princi
ples for state or local governmental entities in accordance
with rule 203 of the AICPA Code of Professional Conduct.
General Principles
The general principles are as follows:
■ Accounting and reporting capabilities—A governmental
accounting system must make it possible both to
present fairly and with full disclosure the financial
position and results of operations in conformity with
GAAP and to determine and demonstrate compli
ance with finance-related legal and contractual
provisions.

■ Fund accounting systems—The accounting system
should be organized and operated on a fund basis.
■ Types of funds and account groups—There are three
types of funds: (1) governmental (general fund, special
revenue fund, capital projects fund, and debt service
fund), (2) proprietary (enterprise fund and internal
service fund), and (3) fiduciary (trust and agency
funds). The types of account groups are (1) general
fixed-asset account group and (2) general long-term
debt account group.
■ Number of funds—Establish and maintain those
funds required by law and sound financial adminis
tration.
■ Fixed assets and long-term liabilities—A clear distinc
tion should be made between fund fixed assets and
general fixed assets and between fund long-term
liabilities and general long-term debt.

171
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■ Valuation of fixed assets—Fixed assets should be
accounted for at cost; if cost is not practicably deter
minable, use estimated cost. Donated fixed assets
should be recorded at their estimated fair value at the
time received.
■ Depreciation of fixed assets—Not recorded in the
accounts of governmental funds. It may be recorded
in cost accounting systems or calculated for cost
finding analyses, and accumulated depreciation may
be recorded in the general fixed assets account
group. Depreciation should be recorded in proprie
tary funds.
■ Basis of accounting—Governmental fund revenues
and expenditures should be recognized on the modi
fied accrual basis. Revenues should be recognized in
the accounting period in which they become availa
ble and measurable. Expenditures should be
recognized in the accounting period in which the
fund liability is incurred, if measurable. Proprietary
fund revenues and expenses should be recognized
on the accrual basis.
■ Budgeting—An annual budget should be adopted by
every governmental unit.
■ Transfers—Interfund transfers and proceeds of
general long-term debt issues should be classified
separately from fund revenues and expenditures or
expenses.
■ Common terminology and classification—A com
mon terminology and classification should be used
consistently throughout the budget, the accounts,
and the financial reports of each fund.
■ Interim and annual financial reports—These should
be prepared as appropriate.

Financial Reporting
Defining the Reporting Entity
GASB No. 14, The Financial Reporting Entity, effective
for financial statements for periods beginning after
December 15, 1992, establishes standards for defining
and reporting on the financial reporting entity. It also
establishes standards for reporting participation in joint
ventures. It defines the primary reporting entity as
consisting of (1) the primary government, (2) organiza
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tions for which the primary government is financially
accountable, and (3) other organizations for which the
nature and significance of their relationship with the
primary government are such that exclusion would
cause the reporting entity's financial statements to be
misleading or incomplete.

Comprehensive Annual Financial Report (CAFR)
A comprehensive annual financial report covering all
funds and account groups of the reporting entity,
including introductory section; appropriate combined,
combining, and individual fund statements; notes to
the financial statements; required supplementary infor
mation and schedules; narrative explanations; and
statistical tables, should be prepared and published.
General purpose financial statements may be issued
separately and should include the basic financial state
ments, notes to the financial statements, and required
supplementary information.
Notes to the Financial Statements

Notes to the financial statements are an integral part of
the general purpose financial statements and are
intended to be read with them. Essential notes include
a summary of significant accounting policies, cash
deposits with financial institutions, investments, contin
gent liabilities, encumbrance accounting, subsequent
events, pensions, material violations of finance-related
legal and contractual provisions, debt service require
ments to maturity, commitments under noncapitalized
leases, construction and other significant commitments,
changes in general fixed assets and general long-term
debt, excess of expenditures over appropriations in
individual funds, deficit fund balance or retained earnings
of individual funds, and interfund receivables and
payables. Additional disclosures should be made
if applicable.
Budgets

Budgetary comparisons should be included in the
appropriate financial statements and schedules for
governmental funds for which an annual budget has
been adopted.
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Segments
Enterprise fund segment disclosures are required if
material long-term liabilities are outstanding, the dis
closures are essential to assure the general purpose
financial statements are not misleading, or they are
necessary to assure interperiod comparability.

Components
According to GASB No. 14, component units are legally
separate organizations for which the elected officials of
the primary government are financially accountable. In
addition, component units can be other organizations
for which the nature and significance of their relation
ship with a primary government are such that exclusion
would cause the reporting entity's financial statements
to be misleading or incomplete.
Supplemental and Special-Purpose Reporting

The finance officer should assume responsibility for
preparing the data needed.
Statistical Tables
Statistical tables present comparative data for several
periods—often ten years or more—or contain data from
sources other than the accounting records.

Specific Balance Sheet and Operating Statement Items
Bond, Tax, and Revenue Anticipation Notes

For proprietary funds, they should be reflected as cur
rent or long-term depending on the refinancing status.
For governmental funds, if all legal steps have been
taken to refinance the note and the intent is supported
by an ability to consummate refinancing the short-term
note on a long-term basis in accordance with Financial
Accounting Standards Board (FASB) Statement No. 6, it
should be shown as part of the general long-term debt
account group. If not, it should be reported as a fund
liability in the fund receiving the proceeds.
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Deposits With Financial Institutions (GASB No. 3)

For bank balances, if they are entirely insured or colla
teralized with securities held in the entity's name, that
fact should be stated. If not, the following disclosures
should be made: (1) the carrying amount of total
deposits, if not separately displayed on the balance
sheet and (2) the amount of total bank balance classified
in the following three categories of credit risk:
■ Insured or collateralized with securities held by the
entity or by its agent in the entity's name
■ Collateralized with securities held by the pledging
financial institution's trust department or agent in
the entity's name
■ Uncollateralized. For investments, the carrying
amount and market value should be disclosed in
total and for each type of investment

Disclosure of investments in the following three cate
gories of credit risk should be made:
■ Insured or registered, or securities held by the entity
or its agent in the entity's name
■ Uninsured and unregistered, with securities held
with the counterparty's trust department or agent in
the entity's name
■ Uninsured and unregistered, with securities held by
the counterparty, or by its trust department or agent,
but not in the entity's name

Claims and Judgments

For governmental funds, if all the conditions of FASB
No. 5 are met, the amount of claims accrued as expendi
tures shall be the amount accrued during the year that
would normally be liquidated with expendable availa
ble financial resources. Only the current portion of the
liability should be reported in the fund and the remainder
in the general long-term debt account group. Proprietary
funds follow FASB No. 5 without modification.
Compensated Absences

For governmental funds, if all the conditions of FASB No. 43
are met, the amount of compensated absences recorded
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as expendituresshall be the amount accrued during the
year that would normally be liquidated with expendable
available financial resources. The current portion of the
liability should be reported in the fund and the remainder
in the general long-term debt account group. Proprietary
funds should follow FASB No. 43 without modification.
Debt Extinguishment (GASB No. 7)

In governmental funds, for advance refundings resulting
in defeasance of debt reported in the general long-term
debt account group, the proceeds of new debt should
be reported as an "other financing source—proceeds of
refunding bonds" in the fund receiving the proceeds.
Payments to the escrow agent from resources provided
by the new debt should be reported as an "other financing
use—payment to refunded bond escrow agent." Payments
to the escrow agent made from other resources of the
entity should be reported as debt service expenditures.
The general long-term debt account group should be
adjusted for the increase or decrease in the amount of
long-term debt. Proprietary funds follow Accounting
Principles Board (APB) Opinion No. 26, FASB No. 4, and
FASB No. 26. All funds should disclose, at a minimum,
the difference between the cash flows required to service
the old debt and the cash flows required to service the
new debt and complete the refunding and the economic
gain or loss from the transaction.

Deferred Compensation Plans (IRC section 457)
For governmental fund accounting, account balances
should be displayed in an agency fund of the govern
mental employer that has legal access to the resources.
For proprietary funds, separately constituted govern
mental public utilities and public authorities should
display the liability in the balance sheet with a corre
sponding asset designated for deferred compensation
benefits. The liability for activities that do not have
separate plans would be included in an agency fund of
the governmental employer that has legal access to the
resources. Note disclosure is required of—

■ The requirement of IRC section 457 that the assets in
the plan remain the property of the employer until
paid or made available to participants, subject only to
the claims of the government's general creditors.
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■ The government's fiduciary responsibilities under
the plan.

Demand Bonds (GASB Interpretation No. 1)
Demand bonds should be reported as general long-term
debt or excluded from current liabilities of proprietary
funds if all of the following conditions are met:
■ Before the financial statements are issued, the issuer
has entered into an arm's-length financing agree
ment to convert bonds "put" but not resold into
some other form of long-term obligation.

■ The take-out agreement does not expire within one
year from the date of the issuer's balance sheet.
■ The take-out agreement is not cancelable by the
lender during that year, and obligations incurred
under the take-out agreement are not callable by the
lender during the year.
■ The lender is financially capable of honoring the
take-out agreement.

Grants, Entitlements, and Shared Revenues

In governmental funds, revenues should be recognized
in the accounting period when they become suscepti
ble to accrual. In proprietary funds, revenues should be
recognized as "nonoperating" in the period in which
they are earned and become measurable.
Joint Ventures
According to GASB No. 14, for proprietary funds, the
"Investment in joint venture account" should report
the equity interest in accordance with the joint venture
agreement. Initially the investment in joint venture
should be reported at cost. For governmental funds the
equity interest in a joint venture generally represents
equity primarily in capital assets and otherwise does
not meet the definition of a financial resource. It is inap
propriate to report the entire "Net investment in joint
venture" as an asset. All or a portion of the equity
interest should be reported in the general fixed asset
account group. Total equity interest should be calcu
lated in accordance with the joint venture agreement.
Note disclosure is required for joint ventures.
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Leases
For governmental funds, for lessees, leases are capitalized
in the general fixed-asset account group, and a liability
in the same amount is recorded in the general long-term
debt account group. The acquisition and construction
of a general fixed asset should be reflected as an expen
diture and other financing source. For lessors, only the
portion that represents revenue/other financing sources
that are measurable and available should be recognized;
the rest should be deferred. Proprietary funds should
follow FASB No. 13, as amended and interpreted, without
modification. The disclosure requirements of FASB
No. 13 should be followed. See page 180 for operating
leases with scheduled rent increases.

Pensions (GASB Nos. 4 and 5)
Until pension accounting guidance is provided by the
GASB, National Council on Governmental Accounting
(NCGA) 1, NCGA 6, and FASB No. 35 continue to be
sources of acceptable pension accounting principles.
The disclosure requirements of GASB No. 5 must be
presented by all employers who have pension activities.

Property Taxes

Revenue produced from any property tax assessment
should be recognized in the fiscal period for which it
was levied, provided certain criteria are met.

Sales Taxes
Sales taxes are best recognized as cash is received. How
ever, taxes collected and held by one government agency
for another at year-end should be accrued if they are to
be remitted in time to be used as a resource for payment
for obligations incurred during the preceding fiscal year.
Special Assessments (GASB No. 6)
GASB No. 6 eliminates the special assessment fund type
for financial reporting purposes. Transactions of a service
type special assessment should be reported in the fund
type that best reflects the nature of the transactions.
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Termination Benefits

If all conditions of FASB No. 5 are met, claim expenditures
shall be the amount accrued during the year that would
normally be liquidated with expendable available financial
resources.

Depredation (GASB No. 8)
Governmental colleges and universities and other gov
ernmental entities that use certain specialized industry
accounting and reporting principles and practices should
not change their accounting and reporting for deprecia
tion of capital assets as a result of FASB No. 93, Recognition
of Depreciation by Not-for-Profit Organizations.

Cash Flows (GASB No. 9)
GASB No. 9 requires a statement of cash flows, instead
of a statement of changes in financial position, as part of
a full set of financial statements for all proprietary and
nonexpendable trust funds and governmental entities
that use proprietary fund accounting.

Risk Management Activities (GASB No. 10)

GASB No. 10 generally requires public entity risk pools
to follow the current accounting and financial reporting
standards for similar business enterprises, based
primarily on FASB No. 60. Public entity risk pools are also
required to present disclosure of certain ten-year revenue
and claims development data as supplementary infor
mation. Risk pools that are not public entity risk pools
are required to report an estimated loss if information
indicates that it is probable that an asset has been
impaired or a liability has been incurred at the date of
the financial statements, and the amount of the loss can
be reasonably estimated. If a governmental entity other
than a pool uses a single fund to account for its risk
financing activities, that fund should be either the general
fund or an internal service fund.
Measurement Focus and Basis ofAccounting (GASB No. 11)

GASB No. 11 establishes an accrual basis of accounting
with a financial resources measurement for governmental
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funds. Governmental revenues are to be recognized
when the underlying transactions or events have taken
place. Tax revenues are to be recognized when the
underlying transaction has taken place and the govern
ment has demanded the taxes. Operating expenditures
are to be recognized on the accrual basis. Supplies,
inventories, and prepaid items are to be recognized
using the consumption method. When operating debt
is issued, it should not be reported on the operating
statement. Expenditures for interest on operating debt
are to be recognized as they accrue. Capital debt is to be
reported as an other financing source in a governmental
fund. Debt service expenditures for general long-term
capital debt generally should be recognized when due.
The requirements of GASB are effective for financial
statements for periods beginning after June 15, 1994;
early application is not permitted.
Postemployment Benefits (GASB No. 12)

GASB No. 12 requires the following disclosures: a
description of the benefits provided, employee groups
covered, and employer and employee obligations to con
tribute; a description of the statutory, contractual, or other
authority under which benefit provisions and obligations
to contribute are established; a description of the account
ing and financing or funding policies followed for those
benefits; and the expenditures/expenses for those benefits
recognized for the period and certain related data.

Operating Leases With Scheduled Rent Increases
(GASB No. 13)
Operating leases with scheduled rent increases should be
accounted for by using the terms of the lease contract
when the pattern of the payment requirements is system
atic and rational. If payment requirements are artificially
low in a particular year, entities should measure the oper
ating lease transactions either on a straight-line basis over
the lease term or on the estimated fair value of the rental.

Governmental College and University Accounting
and Financial Reporting Models (GASB No. 15)
GASB No. 15, effective for financial statements for periods
beginning after June 15, 1992, requires governmental
colleges and universities to follow either the AICPA
college guide model or the governmental model.
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GENERAL ACCOUNTING OFFICE
AUDITING STANDARDS

Introduction
Government Auditing Standards (The Yellow Book, 1988
revision), issued by the Comptroller General of the
United States (GAO), is to be followed by auditors and
audit organizations when required by law, regulation,
agreement or contract, or policy. The AICPA standards
for fieldwork and reporting have been incorporated
into the standards for financial audits. As additional
statements on auditing standards are issued by the
AICPA, they will be adopted and incorporated into the
standards unless the GAO specifically excludes them.

Types of Audits
Financial Audits
Financial audits include financial statement and
financial-related audits. The audits determine whether
the financial statements present fairly the financial posi
tion, results of operations, and cash flows or changes in
financial position in accordance with GAAP and whether
the entity has complied with laws and regulations for
those transactions and events that have a direct effect
on the determination of financial statement amounts
that are material to the financial statements, as required
by SAS Nos. 53 and 54.

Performance Audits

Performance audits include economy and efficiency
and program audits.

General Standards
The general standards include the following:

■ Possession by the staff assigned to conduct the audit
of adequate professional proficiency for the tasks
required
■ Independence
■ Due professional care
■ Quality control
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Continuing Education and Training
The auditors responsible for planning, directing, conduct
ing, or reporting on government audits should complete,
every two years, at least eighty hours of continuing
education and training. At least twenty hours should
be completed in any one year of the two-year period.
Individuals responsible for planning, directing, or
conducting substantial portions of the fieldwork, or
reporting on the government audit should complete at
least twenty-four of the eighty hours in subjects directly
related to the government environment and to govern
ment auditing.
The GAO has issued a twenty-four-page interpretation
of the continuing education standards. The pamphlet,
which is in a question-and-answer format, advises both
audit organizations and individual auditors what they
must do to assure that they have complied with the
GAO standards.

Fieldwork Standards
The standards of fieldwork cover the following:
■ Planning
■ Evidence—a record of the auditor's work retained in
the form of working papers
■ An understanding of the internal control structure

Reporting Standards
The reporting standards are as follows:
■ A statement should be included in the auditor's
report that the audit was made in accordance with
generally accepted governmental auditing standards.
■ The auditor should prepare a written report on the
tests of compliance with applicable laws and regula
tions. The report is structured to identify occurrences
of noncompliance with federal, state, or local laws
and regulations that are material in relation to the
general purpose or basic financial statements. The
report should contain a statement of positive assurance
on the items that were tested for compliance and
negative assurance on the items not tested. It should
include all material instances of noncompliance and
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all instances or indications of illegal acts that could
result in criminal prosecution.
■ The auditors should prepare a written report on their
understanding of the entity's internal control structure
and the assessment of control risk made as part of a
financial statement audit or a financial-related audit.
The auditor should include, at a minimum, (1) the scope
of the auditor's work in obtaining an understanding
of the internal control structure and in assessing con
trol risk, (2) the entity's significant internal controls
or control structure, including the controls established
to ensure compliance with laws and regulations that
have a material impact on the financial statements
and results of the financial-related audit, and (3) the
reportable conditions, including the identification of
material weaknesses that are identified as a result of
the auditor's work in understanding and assessing
the control risk.

SAS No. 68, Compliance Auditing Applicable to
Governmental Entities and Other Recipients of Govern
mental Financial Assistance, provides guidance on the
auditor's responsibility to—
■ Apply the provisions of SAS No. 53, The Auditor's
Responsibility to Detect and Report Errors and
Irregularities, and SAS No. 54, Illegal Acts by Clients,
relative to detecting misstatements resulting from
illegal acts that have a direct and material effect on
the determination of financial statement amounts.
■ Report on compliance with laws and regulations on
the internal control structure in audits conducted in
accordance with Government Auditing Standards
(The Yellow Book).
■ Test and report on compliance with certain laws
and regulations applicable to federal financial assist
ance programs in audits conducted in accordance
with the federal Single Audit Act of 1984 and OMB
Circular A-128.
■ Establish an understanding with management
regarding the type of engagement when engaged to
test and report on program-specific audits or com
pliance with state or local laws and regulations.

Statement of Position No. 92-7, Audits of State and
Local Governmental Entities Receiving Federal Financial
Assistance, contains examples of auditor's reports.
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In October 1991, the HUD Handbook IG 2000.4, Con
solidated Audit Guide for Audits of HUD Programs,
(HUD Audit Guide) was issued.

SINGLE AUDIT ACT OF 1984-OMB AUDITING
REQUIREMENTS

Introduction

On April 12,1985, the Office of Management and Budget
(OMB) issued Circular A-128, Audits of State and Local
Governments, to facilitate the implementation of the
Single Audit Act of 1984. It establishes specific audit
requirements for state and local governments that
receive federal financial assistance and defines federal
responsibilities for implementing and monitoring those
requirements.

Applicability

The audit requirements of the Single Audit Act and
Circular A-128 apply to each state and local government
that receives a total amount of federal financial assist
ance of $100,000 or more in any of its fiscal years; if $25,000
or more, but less than $100,000 in any fiscal year, the entity
may elect to implement the Single Audit Act require
ments in lieu of separate financial and compliance audit
requirements of the federal financial assistance programs;
if less than $25,000, no audit requirement.

Scope of Audit
The auditor is required to determine whether—

■ The financial statements are presented in accordance
with GAAP.
■ The organization has internal accounting and other
control systems to provide reasonable assurance that
it is managing federal financial assistance programs
in compliance with applicable laws and regulations.
■ The organization has complied with laws and
regulations that may have a material effect on its
financial statements and on each major federal finan
cial assistance program.
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Reporting Requirements
The following reports are required:
■ A report on an audit of the general purpose or basic
financial statements of the entity as a whole, or the
department, agency, or establishment covered by the
audit

■ A report on internal accounting control based solely
on a study and evaluation made as a part of the audit
of the general purpose or basic financial statements
■ A report on compliance with laws and regulations
that may have a material effect on the financial
statement

The following are additional reporting requirements
by the Single Audit Act and Circular A-128:
— A report on a supplementary schedule of federal
financial assistance programs showing total
expenditures for each federal financial assistance
program
— A report on internal controls (accounting and
administrative) used in administering federal
financial assistance programs
— Reports on compliance with laws and regulations
identifying all findings of noncompliance and
questioned costs
— A report on fraud, abuse, or an illegal act or indica
tions of such acts, when discovered

Internal Control
The auditor's study and evaluation of internal control
systems used in administering federal financial
assistance encompass internal accounting controls as
well as internal administrative controls and require the
auditor to determine whether the organization has
internal control systems to provide reasonable assurance
that it is managing federal financial assistance programs
in compliance with applicable laws and regulations. The
auditor may find that the total amount of major federal
financial assistance program expenditures is less than
50 percent of the recipient organization's total federal
financial assistance expenditures. The auditor should
extend the study and evaluation to include controls
over the largest nonmajor programs so that controls
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over at least 50 percent of federal financial assistance
program expenditures are studied and evaluated.

Compliance
The auditor may ascertain the principal compliance
requirements of the largest federal financial assistance
programs by referring to the Compliance Supplement
for Single Audits of State and Local Governmental Units
(Compliance Supplement), issued by the OMB. For
other programs, the auditor may ascertain compliance
requirements by researching the statutes, regulations,
and agreements governing individual programs.

Circular A-128
The auditor's report on compliance with laws and regu
lations must contain all of the following:

■ A statement of positive assurance with respect to
those items tested
■ Negative assurance on those items not tested
■ A summary of all instances (findings) of noncom
pliance
■ An identification of total amounts of questioned
costs, if any, for each federal financial assistance
award related to acts of noncompliance

Major Program Definition
The Single Audit Act defines a major federal financial
assistance program as any program for which total
expenditures of federal financial assistance during the
applicable year exceed—
■ $20 million when expenditures for all programs
exceed $7 billion.
■ $19 million when expenditures for all programs
exceed $6 billion but are less than or equal to $7 billion.
■ $16 million when expenditures for all programs
exceed $5 billion but are less than or equal to $6 billion.
■ $13 million when expenditures for all programs
exceed $4 billion but are less than or equal to $5 billion.
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■

$10 million when expenditures for all programs
exceed $3 billion but are less than or equal to $4
billion.

■

$7 million when expenditures for all programs exceed
$2 billion but are less than or equal to $3 billion.

■

$4 million when expenditures for all programs exceed
$1 billion but are less than or equal to $2 billion.

■

$3 million when expenditures for all programs exceed
$100 million but are less than or equal to $1 billion.

■

The larger of $300,000 or 3 percent of such total
expenditures for all programs when expenditures for
all programs exceed $100,000 but are less than or
equal to $100 million.

Major and Nonmajor Programs
(The General Requirements)
The Compliance Supplement identifies general
requirements that involve significant national policy
and for which failure to comply could have a material
impact on an organization's financial statements and
should be included as part of every audit of state, local,
and tribal governments that involve federal financial
assistance. The nine general requirements deal with the
following matters:

1. Political activity

2. Davis-Bacon Act
3. Civil rights
4. Cash management
5.

Relocation assistance and real property acquisition

6. Federal financial reports
7. Allowable costs/cost principles
8. Drug-free workplace
9. Administrative requirements

Major Programs (The Specific Requirements)
For major programs to comply with the positive and
negative assurance reporting requirements, the auditor
should express an opinion on compliance with applica
ble laws and regulations.
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The auditor should test compliance with the specific
requirements that are applicable to major federal financial
assistance programs. The auditor should obtain an
understanding of those requirements sufficient to
enable him or her to determine the nature, timing, and
extent of procedures he or she will perform to provide
a basis for expressing an opinion on compliance.
The Compliance Supplement provides a list of
specific program requirements and audit procedures,
organized into five categories:

1.

Types of service allowed or unallowed

2. Eligibility
3. Matching, level of effort, and earmarking
4. Reporting
5.

Special provisions

Nonmajor Programs

In connection with the audit of the financial statements
or the consideration of the internal control structure over
federal financial assistance programs, the auditor may
have selected transactions from federal financial
assistance programs other than major programs. If the
auditor has selected such transactions, they should be
tested for compliance with the specific requirements
that apply to the individual transactions. Nonmajor
programs are not required to be audited.

Findings and Questioned Costs
Circular A-128 requires that the auditor's report on
compliance contain a summary of all findings of
noncompliance and an identification of total amounts
questioned, if any, for each federal financial assistance
award, as a result of noncompliance.
Generally, the criteria for reporting questioned costs
relate to the following: unallowable costs, undocumented
costs, unapproved costs, or unreasonable costs.

Irregularities and Illegal Acts

If the auditor becomes aware of illegal acts or irregulari
ties, Circular A-128 requires that prompt notice begiven
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to recipient management officials above the level of
involvement. The recipient should promptly notify the
cognizant agency of the illegal acts or irregularities and
of proposed and actual actions, if any. Illegal acts and
irregularities include such matters as conflicts of
interest, falsification of records or reports, and misap
propriations of funds or other assets. The auditor shall
extend audit steps and procedures if the audit indicates
that fraud, abuse, or illegal acts may have occurred. The
extended audit steps should be directed to obtaining
sufficient evidence to determine whether they have, in
fact, occurred and, if so, the possible effect on the
entity's financial statements.

Pass-Through Awards
The Single Audit Act and Circular A-128 require that
state government redistributions of federal financial
assistance to local governments be treated as though
they were received directly from the federal government.

Indirect Costs
A portion of the recipient's operating costs may be
charged to federal and grant programs in the form of
indirect costs. The cost principles governing the allowa
bility of costs under government awards, both direct
and indirect, are set forth in OMB Circular A-87.

ADDRESS FOR OMB PUBLICATIONS

Office of Management and Budget
725 17th Street NW
Washington, D.C. 20503
202-395-7250

RECOMMENDED READING

Local Governmental Accounting Trends & Techniques,
4th Ed., American Institute of Certified Public Account
ants, Product No. 009717
Illustrations of Compliance Findings in Single Audit
Reports of Local Governmental Units, A Survey of
Reporting Under the Single Audit Act of 1984 and OMB
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Circular A-128, American Institute of Certified Public
Accountants, Product No. 037989

Local Governmental Audit and Accounting Manual,
American Institute of Certified Public Accountants,
Product No. 007302
Codification of Governmental Accounting and Finan
cial Reporting Standards, Governmental Accounting
Standards Board

Audit and Accounting Guide Audits of State and Local
Governmental Units, American Institute of Certified
Public Accountants, Product No. 012051
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FEDERAL INCOME TAXES

FEDERAL INCOME TAX RATES

Domestic Corporations
Graduated rates are used in computing the tax liability
of corporations. The rates are graduated over a corpora
tion's taxable income as follows:

For Tax Years Beginning After June 30,1987
Taxable Income

$

Over

But not
over

0
50,000
75,000
100,000
335,000

$ 50,000
75,000
100,000
335,000
—

Pay

+

%

Of excess
over

15%
$
0
0
25
50,000
7,500
34
75,000
13,750
22,250
39
100,000
34% of taxable income

$

The 5-percent additional tax rate that applies to phase
out the benefits of the graduated rates is incorporated
in the preceding rate schedule. For tax years beginning
after June 30, 1987, the phase-out occurs between
$100,000 and $335,000 of taxable income by an increase in
the maximum 34-percent rate to 39-percent.
The computation of tax for corporations is done on a
worksheet schedule in the instructions for Forms 1120
and 1120A. Because the additional 5-percent phase-out
rate is included in the preceding table and the IRS does
not include it, this table should not be used in conjunc
tion with these IRS worksheet schedules.
NOTE: Special rates apply to personal service corpora
tions, foreign corporations, personal holding companies,
regulated investment companies, insurance companies,
and real estate investment trusts.
Alternative Minimum Tax

The tax laws give special treatment to some kinds of
income and allow special deductions or credits for
some kinds of expenses.

193
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For corporations, the alternative minimum tax (AMT)
is figured as follows:
Taxable Income Before Net Operating Loss Deduction
Add or Subtract:

Adjustments to Taxable Income (accelerated depreciation
on new property, mining exploration and development
costs, long-term contracts, pollution control facilities,
certain installment sales, circulation expenses, merchant
marine fund, basis adjustments, certain loss limitations,
passive activity losses, adjusted current earnings, and
net operating losses)
Add:
Tax Preferences (accelerated depreciation, pollution
control facilities, depletion, intangible drilling costs,
certain tax-exempt interest, appreciated property
charitable deduction, and reserves for losses on bad
debts of financial institutions)
Equals:
Alternative Minimum Taxable Income

Subtract:

Exemption Amount (maximum amount is $40,000; how
ever, it is reduced by $.25 for every $1 that the AMT taxable
income exceeds $150,000 and is completely phased out
when the AMT taxable income exceeds $310,000)
Multiply by:
20%
Subtract:
Foreign Tax Credit
Equals:
Tentative Minimum Tax
Subtract:
Regular Tax
Equals:
Alternative Minimum Tax

Personal Income Taxes—1992
■
■
■
■

1992 estimated tax—limit on use of prior years' tax
AMT is 24 percent.
Personal exemption is $2,300.
Maximum contribution to a 401(k) plan is $8,728.
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■ Personal interest expense is not deductible.
■ Exemptions and certain itemized deductions are sub
ject to reduction.
■ Self-employed individuals may deduct 50 percent of
self-employment taxes.

Single Individuals

Tax Rate Schedule X, following, is to be used by single
individuals or by married persons treated as unmarried.
It is to be used only by taxpayers who are ineligible to
use the tax tables (not published herein) and by tax
payers with taxable incomes of $50,000 or more.

Schedule X
Single Taxpayers
for Tax Years Beginning in 1992
If taxable income is—
But not
Over
over

$

0
21,450
51,900

$21,450
51,900
-

The tax
is

Of the
amount over
$

15%
$ 3,217.50 + 28%
11,743.50 + 31%
*

0
21,450
51,900

*Net capital gain taxed at a maximum rate of 28%.

Married Individuals, Surviving Spouses
Tax Rate Schedule Y-1, following, is to be used by mar
ried taxpayers filing jointly and by surviving spouses. It
is to be used only by taxpayers who are ineligible to use
the tax tables (not published herein) and taxpayers with
taxable incomes of $50,000 or more.

Schedule Y-1
Married Filing Joint Returns and Surviving Spouses
for Tax Years Beginning in 1992
If taxable income is—
But not
over
Over

$

0
35,800
86,500

$35,800
86,500
—

The tax
is

Of the
amount over

15%
$ 5,370 + 28%
$19,566 + 31%
*

$
0
35,800
86,500

*Net capital gain taxed at a maximum rate of 28%.
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Married Individuals Filing Separately
Tax Rate Schedule Y-2, following, is to be used by married
taxpayers filing separately and by the bankruptcy estate
of an individual debtor. It is to be used only by taxpayers
who are ineligible to use the tax tables (not published
herein) and by taxpayers with taxable incomes of $50,000
or more.

Schedule Y-2
Married Filing Separate Returns
for Tax Years Beginning in 1992
If taxable income is—
But not
Over
over

$

0
17,900
43,250

$17,900
43,250
—

The tax
is

Of the
amount over

15%
$2,685 + 28%
$9,783 + 31%
*

$

0
17,900
43,250

*Net capital gain taxed at a maximum rate of 28%.

Head of Household
Tax Rate Schedule Z, following, is to be used by
individuals who qualify as heads of households. It is to
be used only by taxpayers ineligible to use the tax tables
(not published herein) and by taxpayers with taxable
incomes of $50,000 or more.

Schedule Z
Head of Household
for Tax Years Beginning in 1992
If taxable income is—
But not
Over
over

$
0
28,750
74,150

$28,750
74,150
—

The tax
is

Of the
amount over

15%
$ 4,312.50 + 28%
$17,024.50 + 31%
*

$
0
28,750
74,150

*Net capital gain taxed at a maximum rate of 28%.
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Estates and Trusts
The following Tax Rate Schedule is to be used to compute
the amount of income tax for an estate or a trust.

Estates and Trusts
for Tax Years Beginning in 1992
If taxable income is—
But not
Over
over

$

0
3,600
10,900

$ 3,600
10,900
—

The tax
is

Of the
amount over

15%
$ 540 + 28%
$2,584 + 31%
*

$

0
3,600
10,900

*Net capital gain taxed at a maximum rate of 28%.

Self-Employment Taxes
A combined tax rate (partly for social security (SS)
purposes and partly for Medicare (M) purposes) is
imposed on self-employment income each year. No tax
is payable when net earnings from self-employment are
less than $400.
If a self-employed individual also has wages subject
to social security taxes, the wages are deducted from
the maximum earnings base subject to the self
employment tax.
The self-employment tax rates and the maximum
earnings base subject to tax are as follows:

Tax year
beginning in—

Tax
rate

Maximum
earnings
base

Maximum
tax

1992(SS)
1992 (M)
1991(SS)
1991 (M)

12.40%
2.90
12.40
2.90

$55,500
130,000
53,400
125,000

$6,882.00
3,775.80
6,621.60
3,625.40

A deduction is available for a portion of the self
employment tax.
For fiscal-year taxpayers, the rate and maximum earn
ings base applicable to a fiscal year are the rates and the
maximum earnings base for the calendar year in which
such fiscal year begins.
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FICA AND UNEMPLOYMENT TAXES
FICA Taxes
A tax is imposed on both employees and employers for
social security (SS) and Medicare (M) purposes under
the Federal Insurance Contributions Act (FICA).
The tax rate and the maximum wage base subject to
the tax are as follows:

Calendar
year
1992
1992
1991
1991

(SS)
(M)
(SS)
(M)

Tax
rate
6.20%
1.45
6.20
1.45

Maximum
wage base

Maximum
tax

$55,500
130,200
53,400
125,000

$3,441.00
1,887.90
3,310.80
1,812.50

Unemployment Taxes
The Federal Unemployment Tax Act (FUTA) rate is 6.2
percent, but the employer's net federal tax rate for the
year is normally 0.8 percent because of certain credits
granted for state unemployment taxes. The tax is on the
first $7,000 of wages paid to an employee during the
calendar year.

DEPRECIATION AND AMORTIZATION
General Rules
The federal income tax laws permit a deduction of a
reasonable allowance for the exhaustion and wear and
tear of property used in a trade or business or property
held for the production of income.
An intangible asset such as a patent, copyright, fran
chise, license, contract, or similar asset having a limited
useful life is also depreciable. No depreciation or amor
tization is allowed for any trademark or trade name
expenditure.
The method of depreciation is dependent on when
the property was placed in service. The modified
accelerated cost recovery system (MACRS) applies to
tangible property generally placed in service after 1986.
The accelerated cost recovery system (ACRS) applies
to property placed in service after 1980 and before
1987. For assets placed in service before 1981, the
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depreciation allowance is limited to an amount necessary
to recover the remaining cost or other basis, less salvage
value, during the remaining useful life of the property.
For post-1980 depreciation, for property first placed in
service before 1981, depreciation is computed under
the method elected for each year. For assets placed in
service after 1970 and before 1981, there was a choice of
the asset depreciation range (ADR) system or the
general depreciation rules. For tangible assets placed in
service before 1971, the class life system (CLS) could be
elected for pre-1971 assets or the general depreciation
rules. For assets placed in service before 1962, IRS
Bulletin F was used.
Under MACRS and ACRS the cost or other basis of prop
erty is recovered over the recovery period for the asset.
Depreciation based on a useful life is calculated over the
estimated useful life of the asset while actually used by the
taxpayer and not over the asset's longer physical life.
The period of depreciation begins when an asset is
placed in service and ends when it is retired from service.
Generally, an asset is placed in service when it is in a
condition or state of readiness and is available for service.
The basis of property placed in service after 1982 and
before 1986 must be reduced by one-half of the invest
ment tax credit unless an election was made to claim a
reduced investment credit. A full investment tax credit
(ITC) adjustment applies for post-1985 periods.
Under MACRS, generally for property placed in service
after 1986, one-half-year's depreciation is allowed regard
less of how long it is held in the year of acquisition and
one-half-year's depreciation is allowed in the year of
disposition. For ACRS property placed in service after
1980 and before 1987, one-half-year's depreciation is
allowed, regardless of how long it is held in the year of
acquisition, and no deduction is allowed in the year of
disposition. For assets purchased before 1981, only a
part of a full year's depreciation allowance was allowed
based on the number of months the property was owned.
An expense deduction may also be elected to treat the
cost of qualifying property as an expense rather than a
capital expenditure—"Section 179 property." There are
limitations on the amount of the deduction.

Depreciation Periods
There are limitations on depreciation deductions for
"listed property" and luxury automobiles. Listed property

200/ 1993 Accounting & Auditing Reference
includes automobiles and other forms of transportation
if the property's nature lends itself to personal use (air
planes, trucks, boats, etc.), entertainment, recreational
and amusement property, and computers and
peripheral equipment.
Generally, for most tangible property and most real
estate placed in service after 1986, it is mandatory for
depreciation to be computed using MACRS tables
provided by the IRS. The tables contain the annual
percentage depreciation rates to be applied to the unad
justed basis of property in each tax year. The following
are the recovery periods and general description of the
types of property covered:
Depreciation
period (in years)__________ Type of property________

3
5
7

10
15
20
27%
31%

Class life property of four years or less
Cars, light general-purpose trucks,
computers, telephones
Office furniture, agricultural or
horticultural structures
Vessels, barges, tugs
Waste water treatment plants, tele
phone distribution plants
Real property
Residential rental property
Nonresidential real property

Generally, for recovery property (and real estate)
placed in service after 1980 and before 1987, deprecia
tion is computed under ACRS. Under ACRS, the cost of
eligible property is recovered over a three-, five-, ten-,
fifteen-, eighteen-, or nineteen-year period, depending
on the type of property.
For property placed in service before 1981, deprecia
tion could be computed using the straight-line method,
the double declining-balance method, the sum-of-theyears'-digits method and any other "consistent method"
(such as the sinking fund method).
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INTERNATIONAL ACCOUNTING
STANDARDS

The International Accounting Standards Committee
(IASC) was formed in 1973 to develop a harmonized
set of accounting principles to facilitate a common
international approach to the presentation of financial
statements. International Accounting Standards (IAS)
recognize the needs of the preparers and users of finan
cial statements in all countries.
The following synopsis provides a general overview of
each International Accounting Standard and identifies
any departures from generally accepted accounting
principles (GAAP) used in the United States.

IAS
No.

Title

Summary

1

Disclosure of
Accounting
Principles

2

Valuation and
Presentation
of Invento
ries in the
Context of
the Historical
Cost System

Disclose significant
accounting policies,
material effects of
changes in accounting
principles, and funda
mental accounting
assumptions not
followed. Financial
statements should
show corresponding
figures for the
preceding period.
Inventories should be
valued at the lower of
historical cost and net
realizable value.

3

4

Departure
From
U.S. GAAP

None

Generally,
GAAP pro
vides that
inventory is
to be valued
at the lower
of cost
or market.

Superseded by IAS 27
and IAS 28.

Depreciation
Accounting

Depreciation should be
allocated, on a consis
tent basis, to each
accounting period
during the useful life
of the asset.

None
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IAS
No.

Departure
From
U.S. GAAP

Title

Summary

5

Information
to Be Dis
closed in
Financial
Statements

Disclose material informa
tion necessary to make
the financial state
ments clear and
understandable.

7

Statement of
Changes in
Financial
Position

With few
A statement of changes
exceptions,
in financial position
GAAP
should be included as
requires a
an integral part of the
statement
financial statements
covering each period
of cash
flows to be
for which an income
presented
statement is presented.
as part of
a set of
financial
statements
for each
period
for which
results
of opera
tions are
provided.

8

Unusual and
Prior-Period
Items and
Changes in
Accounting
Policies

None
■ Include in net income
and disclose
separately—
—Unusual items.
—Change in account
ing estimate.
■ Include in net income GAAP requires
prior-period
or adjust opening
adjustments
retained earnings and
to be adjusted
disclose separately—
to opening
-Prior-period items.
—Change in accounting
retained
earnings
policies.
and a change
in account
ing princi
ple should
be recog
nized by
including
the cumula
tive effect
in net
income of
the period of
the change.

None
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IAS
No.

Title

Summary

Departure
From
U.S. GAAP

9

Accounting
for Research
and Devel
opment
Activities

Research and develop
Under GAAP,
ment costs should be
research and
expensed as incurred.
development
However, these costs
costs shall
may be deferred if
be charged
certain criteria are met.
to expense
when
incurred.

10

Contingencies
and Events
Occurring
After the
BalanceSheet Date.

Contingencies:
• Accrue a contingent
loss if probable and
reasonably estimable.
■ Disclose loss contin
gencies not meeting
both of the foregoing
conditions.
■ Do not accrue contin
gent gains.

None

None

None

Events occurring after
balance-sheet date:
None
■ Adjust for events after
balance-sheet date that
provide additional
evidence of estimated
amounts for assets
and liabilities.
■ Dividends proposed or Under GAAP,
declared after balanceno accrual
sheet date should be
of dividends
adjusted for or disclosed.
declared
after balancesheet date.
Disclosure
not required.
■ Disclose subsequent
None
events that do not
affect assets or liabili
ties at balance-sheet
date but are impor
tant to users for
proper evaluations
and decisions.

11

Accounting for The percentage-of-com
Construction
pletion or completed
Contracts
contract method
should be used in
accounting for con
struction contracts.

None
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IAS
No.

Departure
From
U.S. GAAP

Title

Summary

12

Accounting
for Taxes on
Income

Determine tax expense
using the deferral or
liability method and
include in net income
for the period.

Under GAAP,
determine
tax expense
using the
liability
method
and include
in net
income for
the period.

13

Presentation
of Current
Assets and
Current
Liabilities

An enterprise should
determine the presen
tation of current assets
and current liabilities
as separate classifica
tions in its financial
statements.

None

14

Reporting
Financial
Information
by Segment

Under GAAP,
Publicly traded enter
segment
prises and others
reporting is
whose levels of
required
revenues, profits,
only by
assets, or employment
publicly
are significant in the
traded
countries in which
enterprises
their major operations
for year-end
are conducted should
periods.
report financial infor
mation for the industry
and geographical
segments considered
to be significant
enterprises.

15

Information
Reflecting
the Effects
ofChanging
Prices

Enterprises are encour
aged to present
supplementary
disclosure of effects
of changing prices
using current cost/
purchasing power
information.

None

16

Accounting
for Property,
Plant and
Equipment

The carrying amount of
an asset included in
property, plant, and
equipment should be
at historical cost or
revalued amounts.

GAAP permits
historical
cost only.
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IAS
No.

Title

Summary

Departure
From
U.S. GAAP

17

Accounting
for Leases

A lease should be
accounted for as a
finance (capital) lease
if it transfers substan
tially all risks and
rewards incident to
ownership. Otherwise,
it shall be classified as
an operating lease. If a
sale/leaseback occurs,
gain should be
deferred and amor
tized over lease term.

None

18

Revenue
Recognition

Revenue from sales or
service transactions
should be recognized
when certain perfor
mance requirements
are satisfied, provided
collection can be
expected.

None

19

Accounting for The cost of retirement
Retirement
benefits should be
determined using
Benefits in
the Financial
either (1) the accrued
Statements
benefit valuation
of Employers
method based on
service rendered by
employee or (2) the
projected benefit
valuation method
based on service
rendered, and
to be rendered,
by employees.

GAAP requires
pension
costs to be
based on
services
rendered
and to be
rendered.

20

Accounting for Recognize grants when
Government
there is reasonable
assurance that (1) the
Grants and
Disclosure
enterprise will comply
of Govern
with conditions
and (2) grants will
ment
be received.
Assistance
Accounting for Record foreign currency
the Effects
transactions at the
of Changes
exchange rate existing
in Foreign
at the time of the
transaction. At balance
Exchange
sheet date, report
Rates
foreign currency items

None

21

None
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Title

Summary

at the closing rate if
the item could be
settled at that date.
Accounting for Account for a business
Business
combination—
Combi
■ As a pooling of
nations
interest if there has
been only an
exchange of voting
stock and net
assets and opera
tions are combined
in one entity.
■ As a purchase if the
foregoing condi
tions are not met.

23

Capitalisation
of Borrow
ing Costs

24

Related-Party
Disclosures

Departure
From
U.S. GAAP

IAS 22 permits
negative
goodwill
arising from
business
combina
tions to be
treated as
deferred
income and
amortized
or allocated
over non
monetary
assets in a
proportion
ate method.
GAAP
requires
this excess
to reduce
noncurrent
assets pro
portionately,
with any
remainder
deferred and
amortized.
Costs incurred to borrow GAAP requires
may be either capital
the capitali
zation of
ized or expensed on a
consistent basis.
interest
costs for
qualifying
assets
during the
construc
tion period.
Disclose related-party
GAAP does
relationships (includ
not require
disclosure
ing control) as well as
of compen
types of transactions
between parties.
sation ar
rangements,
expense
allowances,
and other
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IAS
No.

Title

Summary

Departure
From
U.S. GAAP
similar
items in the
ordinary
course of
business.

25

Accounting for
Investments

Investments classified as
current should be
carried at market value
or the lower of cost
and market. Carry
investments classified
as long-term at cost,
revalued amounts, or
for marketable securi
ties, the lower of cost
and market value
determined on a port
folio basis.

Under GAAP,
marketable
equity
securities
should be
carried at
lower of
cost or
market
regardless
of balancesheet clas
sification.

26

Accounting
and Report
ing by Re
tirement
Benefit
Plans

■ Report should show
net assets available for
benefits. Disclose actu
arial present value of
promised vested and
nonvested retirement
benefits.
■ Base actuarial present
value of benefits
promised on service
rendered to date using
current or projected
salary levels.

Under GAAP,
base present
value of
benefits
promised on
employee's
history of
pay and
service, not
projections.

27

Consolidated
Financial
Statements
and
Accounting
for Invest
ments in
Subsidiaries

■ A parent enterprise
that controls other
enterprise(s) should
present consolidated
financial statements
with the subsidiaries
unless certain condi
tions exist.
■ A parent's investment
in subsidiaries should
be accounted for using
the equity method (IAS
28) or carried at cost or
revalued amounts
(IAS 25).

None

Under GAAP,
investment
in subsidi
aries should
be carried
at equity in
the financial
statements.
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IAS
No.

Title

Summary

Departure
From
U.S. GAAP

None

28

Accounting
for Invest
ments in
Associates

An investment in which
the enterprise has sig
nificant influence but
is not a subsidiary or
joint venture should
be accounted for in
consolidated financial
statements under the
equity method unless
certain conditions exist.

29

Financial
Reporting
in HyperInflationary
Economies

30

Disclosures
in the
Financial
Statements
of Banks
and Similar
Financial
Institutions

31

Financial
Reporting
of Interests
in Joint
Ventures

The financial statements None
of an enterprise that
reports in the currency
of a hyperinflationary
economy should be
stated in terms of the
measuring unit current
at the balance-sheet
date.
None
■ Group and disclose
income and expenses
by nature.
None
■ Group and disclose
assets and liabilities by
nature reflecting rela
tive liquidity.
None
■ Disclose—
—Market value of mar
ketable investment
securities if different
from the carrying
amounts in the finan
cial statements.
None
—Commitments, con
tingencies, and offbalance-sheet risks
including concentra
tion of assets and
liabilities in terms of
geographical area or
customer/industry
groups.
A venturer should recog Under GAAP,
the equity
nize, in financial state
method of
ments, its share or
accounting
control of a joint
for joint
venture's assets and
venture
operations under
interest is
proportionate consoli
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IAS
No.

Title

Summary
dation or account for
its interest using the
equity method.

Departure
From
U.S. GAAP
suggested.
However,
in some
industries,
pro rata
share
accounting
may be the
established
practice
(that is, oil
and gas
ventures).

11
ACCOUNTANTS’ MATH
Steven F. Moliterno, CPA

Lease-Buy Decisions............................................
215
Audit Sampling..................................................
217
Regression Analysis...................................................
221
Break-Even Analysis...................................................
222
Financial Measurements............................................
223
Rule of 78s.............................................................
223
Rule of 72 .............................................................
224
Statistical Sample Sizes for Compliance
Testing—5-Percent Risk of Overreliance ....
225
Interest Calculations...................................................
227
Amount of $1 at Continuous Compound
Interest...................................................................
228
Years in Which a Given Amount Will Double
at Interest..............................................................
229
How to Figure Profit.................................................
230

213

11

ACCOUNTANTS’ MATH

LEASE-BUY DECISIONS
Before a firm can calculate the costs of leasing versus
ownership of assets, it must consider various factors
that affect each alternative. The lease-buy comparison
uses after-tax cash outlays and inflows as a basis for deci
sion making. This process is very similar to the technique
used for making capital-budgeting decisions. The full
amount of the lease payment will be deductible for
income tax purposes as operating expenses of the firm.
If the firm purchases the assets, the interest portion of
the borrowing is deductible, but the principal repay
ment is not. Because the taxes are directly related to the
lease-buy decision and affect the cash-flow stream, all
calculations should be made on an after-tax basis.
Another important consideration in lease-buy deci
sions is the selection of an interest rate discount factor.
Once cash-flow streams have been developed for the
different alternatives, the streams should be discounted
to reflect the time value of money.
In lease-buy comparisons, frequently one alternative
is more beneficial in the early years, whereas the other
proves to be less expensive in the later years. Thus, for a
long-term decision, the discount factor can greatly
affect the final decision. The discount factor used
should be either the overall cost of capital or the after
tax cost of debt.
Another element to consider is the residual or cash
salvage value at lease termination. When a firm pur
chases an asset, it will have full rights to the value of the
asset at the end of its expected service life. In the case of
assets with large salvage values, such as real estate or
many kinds of machinery and equipment, the salvage
value directly affects the cost of purchasing versus leasing.
To calculate the cost of leasing versus buying, a separate
after-tax cash-flow stream for each financing alternative
is prepared. The differences between the streams for
the different years are discounted to the present value
to provide a comparison of the present-value advantage
of leasing or buying.

215
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Two important formulas in lease-buy decisions are for
computing the after-tax cost of owning for each year,
and the present-value advantage of owning.
After-Tax Cost of
Owning for Each Year

Loan
Payment

Tax
Savings

The tax savings are determined by adding together the
major tax deductible items that result from purchasing
an item (primarily interest and depreciation) and mul
tiplying by the tax rate.
Present-Value
Advantage of =
Owning

s

After-Tax
Lease Cost

After-Tax
Cost of
Owning

PresentValue
Factor

where

S = sum of costs each year during life of lease

In calculating a lease-buy decision, the first step is to
calculate the loan payment schedule including ascer
taining the firm's cost of capital or its after-tax interest
rate on borrowings. The next step is to calculate the
after-tax effect of the residual or cash salvage value. This
is followed by computing the after-tax cost of owning.
This is done each year during the term of the loan to
develop a cash-flow stream.
The fourth step is to calculate an after-tax lease cost.
This is derived from the following formula:
After-Tax Lease
Cost

Lease
Paymentj

1 Tax Rate

The final step is to calculate the present-value advantage
of owning. This is derived by utilizing the formula just
discussed. After calculating the advantage-to-owning
column for each year, it is discounted by the cost of
debt. The cash salvage value is discounted at the cost of
capital. This results in a stream of present-value advantage
to owning for each year. Adding the present-value
advantages for all the years results in one of the following:
Advantage of owning, indicated by a positive num
ber. If the final figure is positive, it indicates that
owning is less costly than leasing.
2. Advantage of leasing indicated by a negative number.
If the final figure is negative, leasing has a cost
advantage over owning.
3. No advantage of either leasing or owning, indicated
by zero or a very small number. If the final figure
1.
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is zero or if it is so small as to be insignificant, nei
ther leasing nor owning can be said to have a cost
advantage. In this situation, the decision on the sig
nificance of the final figure rests with the analyst
and is highly subjective.

AUDIT SAMPLING
Auditors frequently use sampling, usually in combination
with other auditing procedures, to examine account
balances or classes of transactions. Audit sampling is
the application of an audit procedure to less than 100
percent of the items within an account balance or class
of transactions to evaluate some characteristic of the
balance or class. According to SAS No. 39, Audit Sampling,
three conditions must be met to constitute audit sam
pling: (1) less than 100 percent of the population must be
examined, (2) the sample results must be projected as
population characteristics, and (3) the projected sample
results must be compared to an existing client-determined
account balance to determine whether to accept or
reject the client's balance, or the projected sample
results must be used to assess control risk. For example,
to determine whether inventory quantities are
appropriately recorded, an auditor may complete an
internal control structure questionnaire on inventory
and also may select some items for independent count.
Completing the questionnaire is a nonsampling proce
dure, whereas making independent counts is a sampling
procedure if the auditor projects the sample findings to
evaluate the accuracy of the client's inventory count.
Two general overall approaches to audit sampling
exist: statistical and nonstatistical. Either approach,
when properly applied, can provide sufficient compe
tent evidential matter. Most auditors usually combine
the two approaches in their engagements.
Prior to the publication of SAS No. 39 in 1981, auditors
typically referred to nonstatistical sampling as judgment
sampling. SAS No. 39 does not define nonstatistical sam
pling as judgment sampling, because both statistical
and nonstatistical require the use of an auditor's judg
ment. Statistical sampling is the use of a sampling plan in
such a way that the laws of probability can be used to
make statements or generalizations about a population.
A statistical sampling approach must meet both of the
following conditions:

1.

The sample, which is projected as a population
characteristic, must have a known probability of
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selection (that is, the sample must be expected to
be representative).
The sample results must be quantitatively or
mathematically evaluated.

In contrast, nonstatistical sampling is the determina
tion of sample size or the selection of the sampled items
using judgmental reasoning rather than probability
concepts. If a sample that is projected to the population
or generalized as a population characteristic does not
meet both of the requirements for statistical sampling, it
is, by definition, a nonstatistical sample.
Three major advantages of statistical sampling are that
it helps the auditor (1) design an efficient sample, (2)
measure the sufficiency of evidence (that is, adequacy
of sample size), and (3) evaluate the sample results.
Statistical sampling permits the auditor to optimize
the sample size given the acceptable sampling risk,
which is the risk that the auditor's conclusion based on
a sample may be different from the conclusion the audi
tor would reach if the test were applied in the same way
to the entire population. By using statistical sampling,
findings can be objectively projected to the population
by using accepted probability concepts. Steps to be
taken in determining sample size for substantive tests of
details are as follows:

1.

2.

3.

Assess tolerable error. Tolerable error is a planning
concept and is related to the auditor's preliminary
estimates of materiality levels in such a way that
tolerable error, combined for the entire audit plan,
does not exceed those estimates.
Classify the degree of audit assurance desired for
the sample:
(a) Substantial—A relatively high level of assurance,
generally indicating that little or no reliance is
placed on internal controls or other related sub
stantive procedures.
(b) Moderate—An average degree of assurance,
generally indicating that some reliance is
placed on internal accounting controls or other
related substantive procedures.
(c) Little—The minimal assurance, generally
indicating that considerable reliance is placed
on internal accounting controls or other related
substantive procedures.
Assess the expected error in the population from
which the sample is selected, and choose an
appropriate assurance factor.
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Assurance Factors

4.

5.

Desired
Degree of
Audit
Assurance

Little or
No Error
Is Expected

Some
Error Is
Expected

Substantial
Moderate
Little

3.0
2.3
1.5

6
4
3

Estimate the population's recorded amount after
deducting any items that have been determined to
be significant and that will be examined 100
percent.
Estimate the sample size using the following
formula:

Population's Recorded
Amount
Tolerable Error

6.

Assurance _ Sample
Factor
Size

Adjust the sample size estimate to reflect any differ
ences in efficiency between the nonstatistical and
the statistical approach.

A table to assist the auditor in planning and evaluating a
statistical sample of a fixed size for a test of controls, with
a 5-percent risk of overreliance, is at the end of this section.
Three major disadvantages of statistical sampling are
that it (1) involves additional costs of training, (2) some
times requires additional sample design costs, and (3)
sometimes requires more costly sample selection.
There are three broad categories of statistical sampling:
attribute, variable, and probability-proportionate-to-size
(PPS). Attribute sampling is used primarily for tests of
controls. Variable sampling is most frequently used to
test the monetary value of account balances or transac
tions. PPS sampling, which is a modified form of attribute
sampling, is used for both tests of controls and substan
tiative tests.
Attribute sampling is a statistical sampling method
used to estimate the rate (percentage) of occurrence of
a specific quality (attribute) in a population. The
method is designed to answer the question "How
many?" Discovery sampling is a special case of attribute
sampling, and is typically used when the auditor expects
very few or near-zero occurrences or deviations.
Variable sampling is applied when the auditor desires
to reach a dollar or quantitative conclusion about a
population. It is designed to determine "How much?"
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Attribute, discovery, and variable sampling models
are sometimes referred to as classical statistical sam
pling methods. In contrast, PPS sampling is a modified
form of attribute sampling. PPS sampling enables the
auditor to make dollar conclusions about the total
amount of misstatement in a population. Unlike classical
sampling techniques, which focus on physical units of
the population, such as sales invoices or disbursement
vouchers, PPS sampling focuses on the dollar units of a
population, and is frequently referred to as dollar-unit
sampling.
One method of sampling is the random number
approach. This approach offers the best chance that a
sample will be representative. A random sample is a
sample selected in such a way that every item in the
sampled population has an equal chance of being
selected.
To use a random number table, three steps must be
followed:
Define the relationship between the individual
items in a population and the random number table.
2. Determine the selection route. The auditor may go
up or down the table columns—left or right. Any
route can be used as long as it is consistently
followed.
3. Select a starting point. This should be done randomly.
In systematic sampling, the auditor calculates a
sampling interval by dividing the number of items
in the population by the sample size. For example,
if the population size contains 2,034 items and the
sample size desired is 100, the uniform sampling
interval is 20 (always rounded down to ensure that
the desired sample size is selected). A random start
between 1 and 10 is selected as the first sample
item. Afterward, every twentieth item is selected.

1.

A haphazard sample is selected by the auditor without
any special reason for including or excluding a given
item from the sample. A haphazard selected sample
may be representative of population characteristics, but
its selection is not based on defined probability con
cepts. Consequently, haphazard samples cannot be
used in statistical sampling.
Block sampling consists of contiguous transactions
selected from the population. Because entire groups
within the population have no opportunity to be
selected, the block sample may not be representative;
therefore, a block sample cannot be statistically
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projected to the population, must be used with caution,
and generally should be avoided.

REGRESSION ANALYSIS
Regression analysis is used to describe a relationship
among several variables—a dependent variable and one
or more independent variables—and is a first step in
comparing actual financial information with antici
pated results. A typical application is testing the
reasonableness of an account balance by predicting its
value and then comparing the recorded value with the
predicted value. For example, when testing the reasona
bleness of the sales commission expense account, the
auditor would expect sales commission expensetovary,
although not necessarily proportionately, with sales for
the period. Based on the mathematical equation that
the auditor uses to describe the relationship between
these two variables and on a known value for sales (the
independent variable), the auditor can predict the sales
commission expense (the dependent variable) and
compare this predicted value with the recorded value.
There are various methods—such as the least-squares
method—for determining the mathematical formula
that describes the relationship between the dependent
and independent variables, and for measuring the
strength of that relationship.
Regression analysis can be defined as a statistical
procedure for estimating mathematically the average
relationship between a dependent variable and
an independent variable or variables. Simple regres
sion involves one independent variable, and multiple
regression involves two or more. Simple linear regres
sion is defined by the following formula:

where

y = a + bx
y = dependent variable
x = independent variable
a = a constant or y intercept of the regression
line
b = the slope of the regression line

The least-squares method attempts to find a line of best
fit for the graph of a regression equation.
Trend analysis is a special type of regression analysis
often used by financial executives for forecasting sales
or earnings. This method involves a regression whereby
a trend line is fitted to a time series of data. A time series
refers to the relationship of variables over a period of time.
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BREAK EVEN ANALYSIS
Break-even analysis, also known as cost-volume-profit
analysis, is used to determine the sales volume at which
a company is able to cover all its costs without making
or losing money. It can be utilized by an organization to
evaluate its major components. It is especially pertinent
when a company is beginning a new activity, such as
starting a new business, expanding an already existing
business, or introducing a new product or service.
The break-even point depends on three factors:

1. The product's selling price
2. The variable costs of production, selling, and
administration
3. The fixed costs of production, selling, and adminis
tration
The break-even point is defined as the volume at
which total revenues are equal to total costs. This can be
defined as:
Break-Even
Volume

_
=

Total Fixed Cost
Price Per Unit - Variable Cost Per Unit

The denominator of this equation is defined as the con
tribution margin. It is the contribution in dollars that
each unit makes toward covering fixed costs.
The conventional formula for break-even sales
volume in physical units is:

Break-Even
Sales in
Physical Units

=

Total Fixed Cost
Unit Selling Price
- Average Variable Cost

The main advantage of this concept is the clear presen
tation of certain relationships between costand volume
that otherwise might not be evident. These relation
ships provide management with a quick estimate of the
effects on profitability of expected changes in volume.
These relationships also provide a basis on which to
compare actual current results to expected results, as
well as a basis for estimating how much volume has to
increase to justify incurring additional fixed costs.
These relationships can indicate the combination of
products that should be produced to maximize profits.
The major limitation of this analysis is that the rela
tionships are only approximations of the very complex
relationships that exist in practice. A second limitation
lies in the assumption of a constant product mix both
over the range of volume and through time. Because
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different products may contribute varying amounts to
profit per unit, actual profit realized will also be affected
by the product mix adopted.

FINANCIAL MEASUREMENTS
Interest and discount are monetary charges for the use
of money borrowed or invested. Simple interest and dis
count may be applied to short-term items. Simple
interest (/) is computed at a stated rate, usually an
annual interest rate (/?), based on the initial principal
(P), and is paid or earned at the end of the term or time
(I) involved. Thus the formula:

I

=

PRT

With simple interest, the interest is computed on the
original principal for the whole term of the debt. With
compound interest, the principal plus accrued interest
at the end of each period forms the new principal on
which interest is earned during the next period.
The formula for computing the compound amount or
future value (FV) of an initial or present value (PV) after
n periods at rate / per compounding period is:

FV =

PV(1 + i)n

The more times per year a stated nominal rate is com
pounded, the larger the resulting amount.

Rule of 78s
Regarding debt, in some instances a debt may be liqui
dated by the "Rule of 78s" method. This method
simply is a sum-of-the-digits method and gets its name
from the fact that 78 is the sum of the digits of a twelve
month period (1 + 2 + 3 ... 12); it can, however, be used
fora period of any number of interest intervals. The Rule
of 78s method provides for allocation of interest on the
basis of a fraction of which the numerator declines one
unit for each interest interval. The denominator is the
sum of an arithmetic progression with the difference of
1 and comprises the number of terms that correspond
to the number of interest periods comprehended in
the term of the loan. The formula for utilizing this
approach is:

Monthly
Interest
=
Calculation

Total Interest to
Be Paid
Sum-of-the-Digits

Number of
x Repayment
Intervals
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The denominator of the fraction can be computed by
the formula:
n
12
Sum-of-the-Digits = 2 (a + e) or 2 (1 + 12) = 78

where
n = the number of interest intervals
a = the first term
e = the last term

Rule of 72

The Rule of 72 is a rule-of-thumb formula for approx
imating the number of periods in which a given amount
of money invested at i x 100% = r% per period will dou
ble, where i is the per-period rate of interest to be used.
The name derives from the formula, which is 72Jr periods.
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*_______ *_______ *_______ 181(4)

1.75

2.00
88(2)
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66(1)
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66(1)

66(1)
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7%

77(2)

77(2)

58(1)

58(1)

58(1)

58(1)

58(1)

58(1)

36(0)

8%

* Sample size is too large to be cost-effective fo r most audit applications.
NOTE: This table assumes a large population.
SOURCE: AICPA Audit and Accounting Guide A udit Sampling (New York: AICPA, 1983),

103(2)

78(1)

124(2)

*_______ *_______ 156(2)

1.25

1.50

78(1)

93(1)

78(1)

78(1)

78(1)

49(0)

6%

*_______ *_______ 156(2)

93(1)

93(1)

93(1)

59(0)

5%

Tolerable Rate

100

.

117(1)

157(1)

236(1)

74(0)

4%

.25

99(0)

3%

149(0)

0.00%

Expected
Population
Deviation
Rate________ 2%

106.

68(2)

51(1)

51(1)

51(1)

51(1)

51(1)

51(1)

51(1)

32(0)

9%

46(1)

46(1)

46(1)

46(1)

46(1)

46(1)

46(1)

46(1)

29(0)

10%

Statistical Sample Sizes for Compliance Testing 5-Percent Risk of Overreliance
(with number of expected errors in parentheses)
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22(1)

22(1)

22(1)

22(1)

22(1)

22(1)

22(1)
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20%

(continued)

30(1)

30(1)

30(1)

30(1)

30(1)

30(1)

30(1)
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3.75
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5.00

6.00

7.00

84(3)

84(3)

84(3)

76(3)

76(3)

61(2)

61(2)

40(2)

40(2)

40(2)

40(2)

30(1)

30(1)

30(1)

30(2)

22(1)

22(1)

22(1)

22(1)

22(1)

22(1)

22(1)

*_______ *_______ *______ *_______ 195(6)

61(2)

30(1)

3.25

68(2)

61(2)

3.00

95(3)

68(2)

22(1)

20%

109(3)

15%

30(1)

*_______ *_______ *______________ 173(5)

10%

61(2)

2.75

77(2)

68(2)

9%

109(3)

77(2)

87c

*_______ *_______ *______ *_______ 150(4)

7%

2.50

6%
88(2)
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127(3)
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Tolerable Rate

2.25

Rate__________ 2 %
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Statistical Sample Sizes for Compliance Testing 5-Percent Risk of Overreliance
(with number of expected errors in parentheses)
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.

TO

365
334
306
275
245
214
184
153
122
92

Jan.

276
245
215
184

365
337
306

31

Feb.

Mar.
59
28
365
334
304
273
243
212

31

365
335
304
274
243
212
182

April
90
59

120
89
61
30
365
334
304
273
242
212

May

91
61

150
122

120
92
61
31

181

July

151

June
153
122
92

181

212

Aug.
243
212
184
153
123
92
62

Sept.

183
153
122
92
61

Oct.
273
242
214

504
273
245
214
184
153
123
92

Nov.

334
303
275
244
214
183
153
122

Dec.

365
30
61
335
365
31
304
334
365
31
153
181
273
303
334
365
30
61
91
123
151
243
273
304
335
365
31
61
61
92
120
151
181
212
242
273
304
334
365
30
31
62
90
121
151
182
212
243
274
304
335
365
many days from May 5th to October 5th? Look for May at left hand and October at the
top; in the angle is 153. In leap year add one day if February is included.

January .................
February ...............
March....................
April.......................
M ay .......................
June .......................
July ........................
August ...................
September ............
October. .............
November.............
December..............
EXAMPLE: How

FROM

RULE: Multiply the principal by as many one hundredths as there are days and then divide as follows:
P er cent
4
5
6
7
8
9
10
12
Divide by 90
72
60
52
45
40
36
30
EXAMPLES: Interest on $100. for 90 days at 5 per cent: 100 X .90
90.00 divided by 72 = 1.25 (1 dollar and
25 cents); on $1. for 30 days at 6 per cent: 1 X .30 = .30 divided by 60 — .005 (5 mills).
TABLE: Showing the number of days from any date in one month to the same date in any other month.

Interest Calculations
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1.61
1.82
2.05

4

33 2

3.74
4.22
4.75
5.36
6.04
6.82
7.69
8.67

11

12
13
14
15
16
17
18

2.61
2.94

10

9

5
6
7
8

3
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12%
1.12
1.27
1.43

2

1

Yean

1038

2.18
2.48
2.82
3.22
3.66
4.17
4.75
5.41
6.17
7.02
8.00
9.11

1.91

13%
1.13
1.29
1.47
1.68

10.80
12.42

93 9

1.75
2.01
2.31
2.66
3.06
3.52
4.05
4.66
5.36
6.17
7.09
8.16

132
132

14%
1.15

15%
1.16
1.34
1.56
1.82
2.11
2.45
2.85
3.32
3.85
4.48
5.20
6.04
7.02
8.16
9.48
11.02
12.80
14.87

17.81

1.89
2.22
2.61
3.06
3.59
4.22
4.95
5.81
6.82
8.00
9.39
11.02
12.93
15.18

1.3 7
1.61

16%
1.17

32
33
34
35
50

31

22
23
24
25
26
27
28
29
30

21

20

19

Yean

14.01
15.79
17.81
20.08
22.64
25.53
28.78
32.45
36.59
41.26
46.52
52.45
59.14
66.68
403.42

12%
9.77
11.02
12.42

13%
11.82
13.46
15.33
17.46
19.88
22.64
25.79
29.37
33.44
38.09
43.38
49.40
56.26
64.07
72.96
83.09
94.63
665.14

A m o u n t o f $1 A t C o n tin u o u s C o m p o u n d In terest

14%
14.29
16.44
18.91
21.75
25.02
28.78
33.11
38.09
43.81
50.40
57.97
66.68
76.70
88.23
101.49
116.74
134.28
1096.63

15%
17.28
20.08
23.33
27.11
31.50
36.59
42.52
49.40
57.39
66.68
77.47
90.01
104.58
121.51
141.17
164.02
190.56
1808.04

2433

230.44
270.42
2980.95

19636

142.59
167.33

10334
12131

28.78
33.78
39.64
46.52
54.59
64.07
75.18
88.23

16%
20.90
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5

5½

4
½

4

3½

2½2

3

1½

1

Rate

Years
100.00
66.66
50.00
40.00
33.33
28.57
25.00
22.22
20.00
18.18

At
Simple
Interest

28.071
23.450
20.149
17.673
15.747
14.207
12.942

Years
69.660
46.556
35.003

Com
pounded
Yearly

Com 
Com 
pounded pounded
SemiQuarterly
Annually
Years
Years
69.487
69.237
46.382
46.297
34.830
34.743
27.899
27.748
23.278
23.191
19.977
19.890
17.501
17.415
15.576
15.490
14.035
13.949
12.689
12.775

At Compound Interest

Years in W h ic h a G iv e n A m o u n t

10
12

89½
½
9

8

7½

7

6½

6

Rate

10.00
8.34

11.11
10.52

Years
16.67
15.38
14.29
13.33
12.50
11.76

At
Simple
Interest
Years
11.896
11.007
10.245
9.584
9.006
8.497
8.043
7.638
7.273
6.116

Com 
Com 
pounded pounded
SemiQuarterly
Annually
Years
Years
11.725
11.639
10.836
10.750
10.074
9.966
9.414
9.328
8.837
8.751
8.327
8.241
7.874
7.788
7.468
7.383
7.103
7.018
5.948
5.862

At Compound InterestCom 
pounded
Yearly

W ill D o u b le A t In terest
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25

17½
20

15
16

12½

10

8½

5

Profit

.9

% added to cost is.
¾ %
%
......................... 7¾ %
%
.......................
%
%
......................... 11 ⅛ %
%
....................... .13
%
%
......................... 14¼ %
%
....................... .15 .......... %
%
..........................16-2/3%
%
....................... .2 0
%

4

33 ½
37 ½

60

55

40
45
50

35

30

Profit

% added to cost is. 23
%
65
% added to cost is. 39 ½
%
%
....................... .25
%
66-2/3% ....................... .4 0
%
%
....................... .2 6
%
70
%
.........................41
%
%..... ....................... .. 27 ¼
%....... 75
%..... ....................... .42-2/3%
%
....................... . 28 ½ %
80
%
....................... .. 44 ½ %
%
...........................31
%
85
%
....................... .4 6
%
%..... ....................... . 33-1/3% ......... 90 ........ %..... ....................... . 47 ½
%
%
....................... .. 35 ½ % 100........ %..... ....................... .5 0 .......... %
%
....................... .. 37 ½ %.........................................................................

Profit

Experience indicates that many business men have the wrong idea about figuring profit. Remember that
20% added to cost does not yield 20% profit. Profit is properly figured on selling price. To make 20 % profit
you must add 25 % to cost.
To find correct selling price to gain a certain net profit: Add the percentage of cost of doing business and
the desired per cent of profit. Subtract this from 100. Divide the cost by this remainder.

How to Figure Profit
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FINANCIAL STATEMENT ANALYSIS

Financial statements are intended to be useful to a great
number of interested parties. They may assist users in
deciding whether to invest, to lend, or to work for or sell
goods or services to a particular entity.
Investors and creditors are not the only ones who
analyze financial statements. Well before financial state
ments reach the users, auditors analyze them in the
conduct of the various services they provide to their
clients who issue financial statements.
The purpose of this section is to illustrate the use of
financial statement analysis for the purpose of a
comparative1 analysis between a client organization and
an appropriate comparable organization. The financial
ratio analysis techniques referred to in this section may
be useful in many different types of client engagements.
The intent is to provide practitioners with a ready source
to refer to in diverse engagement situations.
Ratio analysis, in particular, may be undertaken to
help a client evaluate past, current, and future perfor
mance. The ratios selected for presentation in this
section represent only those commonly used in credit
or comparative analysis.

FINANCIAL RATIOS-FORMULA
AND INTERPRETATION
A ratio by itself is meaningless until it is compared to
prior years, projections, and industry averages, as well
as to other ratios.2 The benefit of ratio analysis is that it
provides a benchmark to measure performance, target
future goals, and help identify potential problem areas.
The interpretation of financial ratios given in the broad
side tables in the following pages is provided as only
one example of how these ratios may be used in a finan
cial ratio analysis engagement. There are other possible
interpretations of these ratios.

1The term comparative(s) refers to the financial data of similar
entities or to industry data. Such data may be obtained from a
variety of sources including those listed in this section.
2See AICPA MAS Technical Consulting Practice Aid No. 3, Finan
cial Ratio Analysis.
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Inventory to Current
Liabilities

Turnover

Current Assets

Inventory to Working
Capital

W orking Capital

Q uick Ratio

Current Ratio_ =

_______ Ratio_______

=

Current Liabilities

Working Capital

Current Liabilities

Inventory

Cost of Goods Sold +
Operating Expenses + Tax
Noncash Expenses
Current Assets

-

-

Inventory

Current Assets

obligations.

Shows the degree to w hich the company relies on inventory to meet its current

Indicates the num ber of times current assets must turn over to cover expendi 
tures. Measures control of current assets.

Indicates the percentage of w orking capital supporting inventory. A high per 
centage indicates operating problems.

W orking capital is a direct indicator of the company's ability to grow.

A conservative view of creditors' protection, since inventory and prepaid items
may not always be liquid. A company is usually in a good liquid position
when quick assets exceed current liabilities.

Cash + Cash Equivalents +
Net Receivables

Current Liabilities

Indicates the extent to w hich current assets cover current liabilities. Attention
should be paid to trends.

Current Assets
Current Liabilities

__________________________Interpretation ____________________________
____________ Formula ____________

Liquidity Ratios
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=

financial leverage.

or NIAT Percentage x
Assets Turnover

Total Assets**

company.

of all the resources of the

Measures the return to stockholders and represents their measure o f profitabil
ity. W hen compared to the return on assets, this ratio indicates degree of

sales.

Reflects the earning power and effective use
____________ NIAT____________

Stockholders' Equity**

__ NIAT_______

Net Revenues

Net Income After Taxes

Reflects the tax effect on profitability and represents the profit per dollar of

Provides a more consistent basis for comparisons. It is also used in the calcula 
tion of other ratios.

Income Before Taxes +
Extraordinary Items
Net Revenues

Net Revenues

Indicates the company's ability to control operating expenses. The ratio should
be viewed in relation to increased sales and changes in gross profit.

Reflects control over cost of sales and pricing policies. The ratio must be viewed
in relation to the client's past performance and the industry average.

Operating Profit

Net Revenues

Gross Profit

________________________ Interpretation ____________________________
____________Formula ____________

*Can be calculated by using operating income, NIBT, or earnings before interest and taxes (EBIT).
**W hen m aterial transactions affecting th e balance have occurred, an average balance should be used in th e calculations.

Return on Assets*

Return on Equity*

Net Income After Taxes
Percentage (NIAT)

(NIBT)

Taxes Percentage

Net Income Before

Percentages

Operating Profit

Gross Profit
Percentage

_______ Ratio_______

P ro fita b ility Ratios
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Formula____________

Interpretation ______________________

=

=

=

=

=

Inventory Turnover

Inventory —Days in
Inventory

O p eratin g C ycle

Accounts Payable
Turnover

Accounts Payable—
Days Outstanding

=

_

Accounts Receivable
Collection Period

or

365 Days

or

365 Days

or

365 Days

Accounts Payable Turnover

360

(Cost of Goods Sold - Beginning
Inventory) + Ending Inventory
--------Average Accounts Payable

Accounts Receivable Collection
Period + Days in Inventory

Inventory Turnover

360

Average Inventory

Cost of Goods Sold

Accounts Receivable Turnover

360

Same as above but expressed in num ber of days rather than num ber of turns.

Indicates the num ber of turns per period of tim e it takes for the company to pay
its trade payables. Should be compared to credit terms.

Indicates the length of tim e it takes to convert inventory to cash. If the cycle
increases, more permanent working capital is needed.

Reflects the num ber of days it takes to sell the inventory. Used in conjunction
w ith accounts receivable collection period to determ ine operating cycle.

Indicates the num ber of times the business liquidates its inventory over a
period and whether too little or too much inventory is carried.

Reflects average length of tim e from sale to cash collection.

industry average.

Accounts Receivable_______________ Credit Sales_____________ Indicates the num ber of times it takes receivables to turn into cash per year.
Turnover
=
Average Accounts Receivable
Attention should be paid to credit terms, billing procedures, trends, and

_______ Ratio_______

Efficiency Ratios
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Net Revenue

Net Fixed Assets
Stockholders' Equity
*

Net Revenue
Working Capital

Total Assets
*

Indicates the proportion o f stockholders' equity that is com m itted to fixed
assets and is not available for operating funds. A low percentage w ould indicate a favorable liquid position.

An indication of the am ount of w orking capital required to support sales. An
increasing ratio may, for example, indicate insufficient w orking capital to
support sales growth.

Indicates the turnover rate of total assets to achieve net revenue. W hen viewed
historically, ratio indicates the effectiveness of generating sales from assets
expansion.

* When material transactions affecting the balance have occurred, an average balance should be used in the calculations.

=

=

Net Revenue to
W orking Capital
Turnover

Net Fixed Assets to
Stockholders' Equity

=

Assets Turnover
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Long-Term Debt
Stockholders' Equity*

Interest

NIBT + Interest

NIAT + Noncash Expenses
Current Portion of Long-Term Debt

Equity

Current Liabilities

Stockholders' Equity*

Total Debt

Measures the relationship of long-term debt to equity.

Shows how well the company is able to cover interest from earnings. Measures
the level of earnings decline to meet interest payments.

Shows the ability of the company to meet its current payments.

Indicates the proportion of debt to total equity that is current in maturity. A
high ratio may indicate the need to restructure debt.

Indicates the relationship o f the owners' and creditors' positions. This ratio
should be viewed in the light of industry averages.

___________ Formula ____________
____________________________ Interpretation ____________________________

* When material transactions affecting the balance have occurred, an average balance should be used in the calculations.

to Equity

Long-Term Debt

Times Interest
Earned

Operating Fund to
Current Portion of
Long-Term Debt

Current Debt
to Equity

Debt to Equity

_______ Ratio_______

C a p ita l S tru c tu re Ratios
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Total Liabilities

Net Worth

Total Assets

Income Before
Interest and Taxes

Retained Earnings
Total Assets

Total Assets

Working Capital

Companies:
(Four variables)

For Private

_______ Ratio_______

x

x

x

x

Altman Z Score

1.05

72
6.

3 26

6.56

____________ Formula ____________

=

=

=

=

)

(a) + (b) + (c) + (d _

________ (d)________

(b)

(a)

(continued)

____________________________ Interpretation ____________________________

The Altman Z Score, developed by Edward I. Altman, is a composite form ula that is w idely used to measure the financial "h e a lth " o f a company.
The form ula takes financial ratios and m ultiplies each by a specific constant. The amounts so computed are added together to obtain an overall
score. This score is then compared to scores from other companies to rate relative financial health. These scores could be helpful in evaluating a
"going concern." The form ula is as follows:

Altman Z Score
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Sales
Total Assets

Total Liabilities

(Boo Value)

k

Net Worth

---------- -------------Total Assets

Interest and Taxes

Earnings Before

Retained Earnings
-----------------------x
Total Assets

Working Capital
Total Assets

x

x

x

x

=

Altman Z Score

=

=

=

.420

3.107

=

=

(a) + (b) + (c) + (d) + (e)

(e)

(d)

(c)

(b)

(a)

____________________________ Interpretation ____________________

_ ...

.847

.717

____________ Formula____________

.998

_______ Ratio_______

Companies:
(Five variables)

For Private

Altman Z Score (c o n t'd )
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_Sales__
Total Assets

Market Value Equity
Book Value of
Total Liabilities

-------------------------Total Assets

Earnings Before
Interest and Taxes

Retained Earnings
Total Assets

Total Assets

Working Capital

For Public
Companies:
(Five Variables)

x

.006

x

Altman Z Score

999

.033

.014

.012

x

x

x

=

=

=

=

=

=

=

o f Failure

P robability

3.0 or

h ig h e r ...................................................................Very low

1.8 or less .......................................................................Very high
1.81 to 2 .7 ................................................................................High
2.8 to 2 .9 .......................................................................... Possible

Score

(a) + (b) + (c) + (d) + (e)
--------------------------------------

__________ (e)__________

(d)

(c)

(b)

(a)
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Commonly Used Terms

Terms that are commonly used include—

■ Analytical procedures—evaluation of financial infor
mation made by a study of plausible relationships
among financial and nonfinancial data.
■ Common-size financial statements—a type of ratio
analysis in which account balances are shown as a
percentage of an aggregate amount, usually total
assets or total sales.
■ Cross-sectional analysis—an approach to ratio analy
sis whereby ratios for a given firm are compared to
ratios of other firms at the same point in time.
■ Ratio analysis—a comparison of relationships among
financial statement accounts.
■ Reasonableness tests—computations, usually involv
ing nonfinancial data, used to estimate an account
balance.
■ Regression analysis—a type of trend analysis in
which a dependent variable (y) is predicted based on
an independent variable (x), using a statistical
method of finding the best-fitting line for an equa
tion in the form of y = a + bx.
■ Time-series analysis—an approach to ratio analysis
whereby ratios for a given firm are compared over
time.
■ Trend analysis—the analysis of the change of an
account balance over time.

Suggested Sources for Comparatives
The following are suggested sources for comparatives:

■ Publicly held companies
— Moody's Manuals. Moody's Investors Service,
updating frequency varies with each title.
■ Separate titles cover the following types of
entities: Industrial, OTC Industrial, OTC
Unlisted, Bank & Finance, Public Utilities,
Transportation, Municipal & Government,
and International
— The Value Line Investment Survey, Loose-leaf.
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■ Industry data
— Robert Morris Associates. Annual Statement
Studies, annual.
■ Covers over 350 industries
■ See Part VI, "Sources of Composite Financial
Data—A Bibliography," for an extensive listing
of publications containing financial ratio infor
mation for specific industries. Most of the
sources listed are published by industry trade
associations.
— Dun & Bradstreet Information Services. Industry
Norms & Key Business Ratios, annual.
■ Covers over 800 lines of business
— Financial Research Associates. Financial Studies
of the Small Business, annual.
— Troy, Leo. Almanac of Business and Financial
Ratios, annual.
■ Has longer time lag than other publications in
this category.

THE EIGHT-STEP PROCEDURE FOR
FINANCIAL RATIO ANALYSIS
The eight-step procedure is as follows:

1.

Select the specific ratios to be used.

2.

Determine the data needed for calculating the ratios.

3.

Determine the missing data in the comparatives,
and provide alternative means to develop the miss
ing data.
Develop working papers to spread appropriate data
so that it is easier to calculate and interpret the
ratios.
Calculate the client's ratios.

4.

5.

6.

Reconcile accounting differences between the
client and comparative statements.

7.

Compare the client's ratios to the comparative ratio,
and indicate the possible cause of the differences,
if any.

8.

Make recommendations, if appropriate, as to possi
ble corrective actions the client may take to
improve performance.
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HOW CREDITORS ANALYZE
FINANCIAL STATEMENTS

In an analysis of a business, creditors typically follow a
procedure that includes the following:
■ An examination of income tax returns, balance
sheets, and income statements for the past three to
five years
■ A credit check, often done by a professional agency,
on the business as well as any guarantors
■ An examination of the collateral to serve as protec
tion for the amount of funds loaned and, possibly, an
outside appraisal
■ A cash flow analysis for prior and, possibly, future
years
■ An analysis of the financial ratios of the business
■ A check that the firm is properly incorporated

The tax returns and financial statements are examined
to get an overall picture of the business and to uncover
any recent developing trends. A credit check deter
mines the solvency of the borrower. A cash flow projec
tion for future years helps assure the lender that the
borrower will have enough cash on hand to repay the
obligation. An assurance of proper incorporation
safeguards the lender against fraudulent loans, and is
evidence of a proper business purpose in the lender.

TYPICAL ENGAGEMENTS

The following are typical engagements in which finan
cial statement analysis is used:
■ Supporting a client's request for a bank loan
■ Assisting the client in evaluating past performance in
order to set objectives for future performance
■ Helping a client evaluate its financial performance in
relation to the industry's performance as a whole
■ Assisting the client in determining whether to extend
credit to a customer
■ Assisting a client in evaluating a proposed acquisi
tion by determining the financial strengths and
weaknesses of the company to be acquired
■ Facilitating budgeting and forecasting
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Determining if there are aging problems for accounts
receivable, inventory, and accounts payable

Assisting in the valuation of a company under the dis
counted cash flow method
Assisting in comparing operations or divisions within a
company to evaluate performance or to al locate capital
resources

Assisting an independent certified public account
ant in performing audit or review engagements.
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OBTAINING DEBT FINANCING AND
BUSINESS VALUATIONS

HOW TO HELP CLIENTS OBTAIN FINANCING

Before recommending a source of financing and assem
bling a financing presentation, the accountant should
take several fundamental steps. The first preliminary
consideration is to analyze the borrower's needs,
including the following information:
■ What is the purpose of the financing? (This can signi
ficantly influence the type of financing selected.)
■ How much financing is needed?
■ How long will the funds be needed?

■ How soon will the funds be needed?
■ What is the intended use of fund proceeds?
■ When and how will the funds be repaid?

■ Will sufficient funds be available for repayment?
■ Does sufficient collateral exist to secure the debt?

EFFECTS OF BORROWING AND THE
ECONOMICS OF REFINANCING
If funds are to be obtained through a personal guaran
tee and personal financial statements, the client should
be advised to consult with outside counsel for an expla
nation of the extent of liability in the event of default.
This discussion should also explain why risk increases
as leveraging increases.
The accountant should consider the potential need
for and economics of refinancing at the outset. A client
borrowing in times of high interest rates should try to
incorporate into the financing arrangement provisions
that will keep the costs of refinancing down.
For example, a company obtains financing through an
issue of bonds at a high interest rate and interest rates in
the bond market later decline. If the original bond issue
includes a call provision, even with a redemption
premium, refunding by issuing a second series of bonds

249
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at a lower interest rate to replace the earlier issue may
significantly decrease the total expense of financing.

PREPARATION OF FINANCIAL PROJECTIONS
AND CLIENT INFORMATION

Preparation of Projections

The accountant should remember that cash-flow projec
tions and sales forecasts are vital in large lending
decisions. A financial projection helps the client
determine the precise funding requirements and the
repayment schedule. Additionally, a financial projection
shows lenders how the company expects to grow, as well
as the projected repayment schedule. The accountant
may help the client prepare financial projections by
developing a schedule of future cash receipts and dis
bursements utilizing the following steps:
■ Analyze available prior-period statements, financial
models, or both.
■ Obtain available operating budgets prepared by
management.
■ Complete sales projections after—
— Gaining an understanding of the client's business,
the industry, and economic and business con
ditions.
— Establishing sales patterns for each product group.
— Interviewing client management regarding sales
assumptions.
— Establishing sales estimates based on volume
projections and unit sale prices.
■ Complete projection of cost of sales, expenses, and
other factors affecting net income by estimating from
the following data:
— Historical information
— Projections of future cost factors
■ Adjust income statement projections to cash flow
projections, as follows:
— Adjust for unpaid and uncollected items.
— Adjust for other income and expense items not
requiring cash.

The AICPA's Guide for Prospective Financial Statements
(as supplemented by Statements of Position 89-3, 90-1
and 92-2) contains presentation guidelines for forecasts
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and projectionsand provides procedural and reporting
guidance to CPAs who have been engaged to report
on, or who are otherwise associated with, prospective
financial information.

Preparation of Other Client Information

Before the funding proposal package can be completed,
additional client information should be obtained.
Other items of information include—
■ Client's goals and objectives.
■ Client's business and industry, including product
lines, competition, market for products, and plant
facilities.
■ Information on business ownership, including the
financial strength of the owners.
■ Education, experience, and other capabilities of key
personnel.
■ Names of the client's attorney, banker, and credit
reporting agencies.
■ Analysis of key ratios of the client compared to those
of the industry in general. The following ratios are
commonly used by financial institutions:
— Current assets to current liabilities
— Net profits to tangible net worth
— Average collection period of receivables
— Net sales to inventory
— Net fixed assets to tangible net worth
— Total debt to tangible net worth
— Net profit to net sales

Public companies offering debt securities to the public
should follow the rulesand regulations of the Securities
and Exchange Commission (SEC) for the disclosure of
"other client information." Nonpublic companies may
also wish to use the SEC guidance as a model for
descriptions of the client's business and industry.

HOW TO HELP CLIENTS SELECT THE
APPROPRIATE FINANCING
The type of financing selected often depends on the use
of funds. Accountants who have been engaged to assist
clients in obtaining financing should understand, and
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help clients understand, the types of financing sources
available such as short-, intermediate-, and long-term
financing, Employee Stock Ownership Plans, and ven
ture capitalization.

Short-Term Financing

Trade Credit
Trade credit exists when businesses make sales or pur
chases on terms resulting in future, rather than immediate,
payment One common example of trade credit terms
would be stated as “2/10, net 30." (If payment is made
within ten days, a 2 percent discount will be allowed;
otherwise, full payment will be due within thirty days.)

Short-Term Bank Credit
Lenders are increasingly lending on the basis of cash
flow rather than net worth. Lenders are looking for
projections and other assurances that indebtedness
can be repaid through cash generated, and are now
placing a lower emphasis on net worth of the borrower.
Additionally, many lenders use the prime rate and other
factors on which to base interest rates to allow the
interest rate to vary and thus mitigate interest-rate risk to
the lending institution. Borrowers should be aware that
the cost of borrowing can include compensating
balance requirements and service fees. Short-term
bank credit may include one or more of certain types of
financing, which include—
■ Short-term commercial loans. Such loans usually
have a term of ninety days or less, may be secured or
unsecured, and may require security agreements,
personal guarantees, and/or cosigners.
■ Bank credit cards.
■ Lines of credit.
■ Character loans. Such loans are generally unsecured
but usually require personal guarantees by the
borrower. They are usually granted because of the
outstanding credit rating of the business or
individual applying for the funds. In general, these
loans are self-liquidating, meaning that repayment
will follow the normal liquidation of inventory and
receivables.
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Commercial Paper
Generally, this type of financing is only available to large
corporations with a national reputation and a good-toexcellent credit rating. Although maturities range from
two to six months, average maturity is about five
months. There are two types of commercial paper:
■ Industrial paper (issued by major industrial companies)
■ Finance paper (sold directly by finance companies)

Commercial Finance Companies

Finance companies generally participate in financing
the credit sales of other companies as well as providing
funds for short-term purposes. Commercial finance
companies provide multiple services, such as—

■ Pledging or assigning accounts receivable. The cash
advanced by the lender is based on the value of the
receivables held by the debtor. The assignor (debtor)
retains the collection obligation; customers are not
notified of the assignment.
■ Factoring accounts receivable. Receivables are sold
to the finance company (factor) for cash either with
or without recourse. The factor customarily charges a
percentage commission on net invoice amounts and
interest at a rate between 3 and 4 percent over prime.
Inventory Financing

Inventory financing may be obtained with a secured or
an unsecured loan, depending on a company's credit
rating. Security interests include field warehouse
receipts, trust receipts, and chattel mortgage securities.
■ Field warehouse financing. Under this method, work
in process and finished goods not yet sold are put in
the possession of an independent bailee or the
lender. The lender exercises some type of supervi
sion over the premises, and the public is notified that
the field warehouse exists. When goods are placed in
thefield warehouse, a field warehouse receipt will be
drawn up, and the lending institution will make more
funds available to the borrower. As the borrower
receives sales orders, the borrower will forward them
to the lender so the goods may be released. Then,
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when payment is made by the purchaser, the
borrower remits the amount to the lender until the
amount of the debt is cleared.
■ Trust receipts financing. Under trust receipts financing,
the borrower, upon receipt of funds from the lender,
produces an instrument evidencing the fact that title
to the goods has been acquired by the lender and the
goods have been merely released to the borrower in
trust. The instrument specifically states for which
goods the trust receipt is being issued. When the
goods are sold, the borrower immediately transfers
the proceeds of the sale to the lender.
■ Chattel mortgage security financing. A chattel mort
gage security gives the lender rights in certain goods
if the instrument is not paid at its maturity date.
Because in many jurisdictions a chattel mortgage
must be recorded and must include a complete
description of the goods, the use of this type of
financing has declined greatly. As the inventory is sold,
the receipts are paid to the creditor in accordance
with the terms of the mortgage.

Intermediate-Term Financing

Intermediate-term financing is debt payable in less than
ten years but more than one year. This type of financing
generally is used to finance fixed assets, but the liquida
tion or sale of the asset financed is not used as a source of
repayment. In such instances, borrowers commit future
earnings to the repayment of loans. Types of financing
include term loans, installment equipment financing,
lease financing, and government lending programs.
Term Loans
Term loans are business loans that extend more than
one year. To protect the lender in the case of default,
most term loan contracts include an acceleration clause
providing that all installments will become due upon
default of any payment.

Installment Equipment Financing

Installment equipment financing may be provided by
equipment manufacturers, commercial credit corpora
tions, and commercial banks. Generally, a large down
payment is required to help assure continued payments.
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Lease Financing
Leasing can be used as a means to acquire equipment
temporarily or as a financing technique to acquire
equipment permanently. It eliminates the need for the
borrower to make a large down payment. Before
counseling a client on the effects of a leasehold, the
accountant should be familiar with FASB No. 13 (as
amended), Accounting for Leases, and IRS Revenue
Procedure 75-21.

Government Lending Programs

■ Small Business Administration (SBA). This government
agency provides loans not to exceed $150,000 to a
"small business concern" that is independently
owned and operated and not dominant in its field
and meets certain criteria as to number of employees,
dollar volume of business, and type of industry. In
addition, financing at reasonable terms must not be
available elsewhere. The SBA also provides loans to
certain special-interest groups and businesses in
specialized industries. Alternatively, if other financ
ing is not available, the SBA may also guarantee loans
granted by others to small businesses. These guaran
tees are limited to 90 percent of loans under $155,000
and 85 percent of larger loans and are subject to a
statutory ceiling of $750,000.
■ SBICs and MESBICs. Small business investment
companies (SBICs) and minority-enterprise small
business investment companies (MESBICs), which
are licensed, regulated, and funded by the SBA, pro
vide advisory services and venture capital in the form
of long-term loan funds and equity financing to small
business concerns and small firms owned by
minority owners who are economically disadvantaged.
The loans provided by these companies may be
made either directly or on a participation basis. The
maximum rate of interest charged is determined by
the SBA, and the maturity date cannot exceed twenty
years, subject to an extension or renewal limitation of
an additional ten years.
■ VA and FmHA. Financial assistance is also available
through programs administered by the Veterans
Administration (VA) Office of Small and Disadvan
taged Business Utilization and the Farmers Home
Administration (FmHA).
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■ Industrial revenue bonds. Tax-free industrial revenue
bonds are issued by state or local economic develop
ment authorities to support projects to acquire or
construct fixed assets that gain or retain jobs. The
borrower arranges for a lender, which is frequently a
bank, to accept the mortgage on the equipment or
building to be acquired. The state or locality then
sells tax-exempt bonds to the lender to be used only
for acquiring the building or equipment. Only the
underlying assets and rentals charged by the state or
local governmental unit for the use of the assets are
used to retire the bonds, and, as such, the bonds are
not the responsibility of the state or locality. The
primary advantage to the lender is that the interest
income on such bonds may be exempt from federal
taxes. The advantage to the borrower is that the
interest rate is normally around 65 percent to 75 per
cent of the prime rate.
■ State and local programs. Various financial programs
are available through state and local governmental
units. The local Chamber of Commerce is a good
source to locate financing programs.

Business Development Corporations (BDCs)

BDCs are private organizations that lend to companies
that do not qualify for standard types of financing.
Generally, the interest rate is 2 to 4 percent above the
prime rate with an average term of four to ten years.
Community Development Companies (CDCs)

CDCs share the same objectives as BDCs, except that
CDCs are nonprofit organizations. Financing is gener
ally developed through SBA-guaranteed loans; there
fore, this financing source is not as flexible as BDCs.

Long-Term Financing

Bonds
A bond consists of a promise to pay principal and
interest at specified due dates and an indenture. The
indenture specifies agreements between the borrower
and the bondholders on how business will be con

Obtaining Debt Financing and Business Valuations/ 257
ducted and how the bondholders will be protected if
the borrower defaults. Bonds pose additional risk for
the issuing corporation because the payment terms are
not flexible. The interest rate on the face of the bond
may vary with the features associated with the bond (for
example, convertible bonds command lower rates,
whereas redeemable bonds require higher rates).

Mortgages

Mortgages are loans secured by a lien on property. With
certain mortgages, a borrower must pay points, which
represent a fee paid to the lender for the privilege of
obtaining a mortgage.

EMPLOYEE STOCK OWNERSHIP PLANS (ESOPs)
Stock Bonus Plans (SBPs)
Under a stock bonus plan, a corporation must contribute
shares of its own stock or cash to purchase outstanding
shares. The contribution is then held in trust, with the
employees becoming the beneficiaries. The corporation is
allowed a tax deduction equal to the fair market value of
the shares contributed, subject to the federal contribu
tion limitation. The trust must hold the contributed
stock in individual accounts and may not distribute the
stock until vesting requirements are met and there is a
separation from employment. The employee is not
taxed until the distribution is received.

Leveraged ESOPs
The differences between a leveraged ESOP and an SBP
are as follows:

■ The leveraged ESOP may borrow from the sponsor
ing corporation.
■ The trust may purchase shares in the corporation
and have the corporation guarantee loans for the
purchase.

■ The trust may make installment purchases from
other shareholders.
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VENTURE CAPITAL
Although venture capital is a source of equity rather
than debt financing, venture capitalists merit attention
here because they can provide large amounts of fund
ing that might not otherwise be available to the small,
high-growth-potential firm. The cost of this type of
financing, in terms of loss of control, is usually very high
(to compensate for the risk involved). As a result, the
option of involvement of venture capitalists is one that
should be considered only in circumstances in which
alternative sources are not preferable or possible.
Venture capitalists are also looking for a significant
return on their investments within a relatively short
period of time (five to seven years), and this type of
return can usually be realized only if the business is
taken public.
Other sources of financing are venture capital
subsidiaries which help corporations enter into new
technologies and markets.

HOW TO PREPARE THE FINANCING
PROPOSAL PACKAGE

Once a proposed funding plan has been decided upon,
the formal preparation of a funding proposal package
should be completed. This package is submitted to the
potential funding source and should include—
■ Budgets and projections, including possible budgets
from past periods and comparisons of actual to budget.
■ A repayment schedule, along with cash-flow projec
tions and other provisions for repayment.
■ Past earnings history and historical financial data,
with a thorough explanation of any losses or unusual
events in past years.
■ Information about key management personnel,
including age, experience, and education.
■ Information on receivables, such as the following:
- Aging
— Amounts receivable from major customers
— High-risk collection amounts
— Details of any notes receivable
■ Information on inventory, such as the following:
- Aging
— Inventory turnover

Obtaining Debt Financing and Business Valuations! 259

■
■
■
■
■

— Price stability and so forth
Market or appraised value on investments and fixed
assets.
Explanations of all liabilities.
Collateral to be offered.
Personal financial statements of all key personnel, if
personal guarantees are to be executed.
Additional information about any unfavorable items.

BUSINESS VALUATION

Valuations are required for various reasons, including:
■ Sales and purchases
■ Gift and estate taxes
■ Divorce proceedings
■ Minority interests
■ Litigation

Valuation Concepts

The accountant conducting the valuation should keep
in mind the following factors:
■ Exact date of valuation
■ Reason for the valuation
■ Items to be valued
■ The most appropriate valuation method

The accountant should be aware of important valua
tion concepts. Valuation is based on the highest and
best use of an asset. The purpose of the valuation affects
the valuation method selected. The following provides a
basis to show when certain values are more appropriate
and therefore more applicable to the valuation process:
Liquidation value vs. going-concern value. Liquida
tion value is the amount that could be realized if the
assets were sold separately. In contrast, going
concern value is the amount that could be realized if
the business entity, as a viable operating entity, were
sold as a whole.
■ Market value vs. intrinsic value. The intrinsic value
concept is an attempt to define the process of
■
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estimating future cash flows from an asset and
capitalizing (present valuing) those cash flows at an
appropriate rate. Intrinsic value is not dependent on
the market, and in many cases intrinsic value
changes less rapidly than market price.
■ Book value vs. market value. Because book value is
determined on the basis of historic cost, there is
often wide variation between the current book value
of an asset and its market value.

Valuation Methods

Following are some of the most common valuation
methods. Variations and combinations of these
methods may be used in actual practice. In the absence
of a binding contractual agreement and recent prior
sale, the industry method is generally the best method
for public companies. Other methods become
appropriate only when the industry method is not
applicable. However, just because a specific value is calcu
lated under one approach, it is not necessarily a correct
value. Other methods must also be considered and
calculations completed and compared before a deci
sion is made.

Industry Method

The first and most critical step in this method is to select
a group of publicly traded companies that are similar to
the corporation being valued in as many respects as
possible. The implied market value of the company to
be valued is then based on an analysis of selected,
composite financial ratios developed from comparable
businesses in the company's industry. The accuracy
of this type of valuation depends on finding other
companies that are truly similar to the company being
valued in both their operating and financial con
ditions. If no such companies can be found, one of the
other methods discussed in this subsection should
be considered.
Capitalization-of-Earnings Method

The capitalization-of-earnings valuation method is
based on the company's earnings, adjusted for unusual
or nonrecurring items, multiplied by an appropriate
capitalization factor. The result is the total value of the
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business, with an emphasis on its earnings potential.
This method would therefore be of interest to prospec
tive purchasers of an ongoing business. Normally a
three- to five-year history of earnings is used, with more
weight apportioned to the most current earnings. This
weighting stresses the importance of current trends in
reaching a realistic valuation. The capitalization rate is
the rate of return that would be required to induce a
potential investor to invest in the business activity.
Determining the proper capitalization rate presents one
of the most difficult problems in valuation. The most
important factors in determining the capitalization rate
include—
■ Risk, especially the importance of management.
■ The nature of the business, especially the amount of
managerial skills necessary for the market in which
the business operates.
■ The stability or instability of earnings.
For example, in a business that truly relies on managerial
skill as the key component of earnings, the capitaliza
tion rate will equal nearly 100 percent. Therefore, the
value will be approximately equal to the earnings of a
single year because the earnings are almost entirely
dependent on the skill of the manager and are thus
subject to the company's ability to retain this person.

Capitalization-of-Excess-Earnings Method
Capitalization of excess earnings is similar to the
capitalization-of-earnings valuation method in that
earnings, adjusted for unusual or nonrecurring items,
are capitalized on the basis of a five-year history of earn
ings. Then, however, this figure is compared with the
normal industry return to yield excess earnings figures.
The excess earnings are then capitalized and combined
with the fair market value of the net tangible assets to
result in the total business value. (Again, more weight is
often apportioned to the more current earnings.)
Dividend Capacity Method
The dividend capacity method is generally used by
larger companies. (Its usefulness to the small business
is questionable because the owners of closely held
businesses tend to control both dividends and salaries.)
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To calculate the dividend capacity method value, the
adjusted payout ratio must be calculated first. This ratio
is found by reviewing the earnings and dividends of
peer corporations (adjusting for extraordinary income
and discontinued operations); these dividends and
earnings are weighted, then averaged. (Peer corpora
tions should be restricted to those that play a significant
role in the industry, such as those listed in Standard &
Poor's, Moody's, and similar sources. If the company
being valued cannot be compared with one of the com
panies in these sources, the dividend capacity method
should not be used.) The payout ratio is then applied to
the net income of the business to determine the divi
dend capacity (the amount that dividends could have
been). The dividend capacity is then divided by the
weighted industry dividend yield (that is, dividends
paid by public companies divided by the market price)
to produce the value under this method.

Adjusted Net Assets Method
The adjusted net assets method is frequently used for
valuing real estate and other investment companies or
businesses to be liquidated by utilizing itemized
appraisals of the company's assets. This method of
determining the value of the business is arrived at by
subtracting the fair market value of the liabilities from
the fair market value of the assets. An adjustment is also
made for such unrecorded intangible assets as goodwill.
Although this method may be expensive to implement,
it can be valuable as a check on other methods and use
ful in identifying those items that do not contribute to
current earnings or profitability.

Discounted Future Earnings Method
The discounted future earnings valuation method is used
to determine if a business's asking price can be recovered
through future earnings. In discounting future amounts,
the evaluator must be able to calculate not only the
appropriate discount rate but also the annual amount of
the expected future earnings.

Combination Method
The combination valuation method represents a mixture
of the methods previously mentioned. This method
also provides a great deal of flexibility in the determina
tion of a final valuation.
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The Internal Revenue Service Approach

In making a valuation that may ultimately concern the
IRS, it is important to tailor the valuation report to the
standards the IRS has set forth. Revenue Rulings 59-60,
65-192, 65-193, and 68-609 and Revenue Procedure
66-49 address valuations of businesses and donated
property, respectively, for both gift and estate and
income tax purposes. These rulings discuss the defini
tion and determination of fair market value, information
about the business and industry that should be
obtained and assessed in a valuation report, guidance
about when those factors may be applicable, informa
tion to be included in the appraisal report, and specific
guidance regarding the valuation of intangible assets,
including goodwill.

AICPA Guidelines

The AICPA guidelines consist of—
■ Statement on Standards for Accountants'Services on
Prospective Financial Information, Financial Forecasts
and Projections. This statement must be followed
whenever an accountant is associated with prospective
financial information. In addition, these pronounce
ments may serve as a guide, but are not intended to
provide standards or procedures, for engagements
involving prospective financial statements used
solely in connection with litigation support services.
For additional information, consult AICPA Management
Advisory Services (MAS) Technical Consulting Practice
Aid No. 7, Litigation Services.
■ Guide for Prospective Financial Statements. This guide
presents recommended procedures to be followed
when an accountant is associated with prospective
financial information. Examples of the reporting
format for examination, compilation and agreedupon procedure engagements are included. The fol
lowing AICPA Statements of Position (SOPs) supple
ment the Guide:
— SOP No. 89-3, Questions Concerning Accountants'
Services on Prospective Financial Statements.
— SOP No. 90-1, Accountants' Services on Prospec
tive Financial Statements for Internal Use Only
and Partial Presentations.
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— SOP No. 92-2, Questions and Answers on the
Term Reasonably Objective Basis and Other
Issues Affecting Prospective Financial Statements.
■ Statements on Standards for Consulting Services.
These standards provide guidance for conducting
consulting service engagements, including business
valuations. Practitioners should be familiar with
them before accepting such engagements.
■ MAS Small Business Consulting Practice Aid No. 8,
Valuation of a Closely Held Business. This practice aid,
published in 1987, provides information on several
different methods of valuing a business, examples
illustrating how to apply the methods, and a biblio
graphy of other references on business valuations.
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PERSONAL FINANCIAL PLANNING

Personal financial planning (PFP) is the process of
designing financial strategies and making planning
decisions intended to implement short- and long-term
family and individual goals. CPAs can assist clients with
this process by organizing data, performing analysis,
providing suggestions and recommendations, assisting
in decision making, and facilitating implementation of
planning decisions. CPAs can also help clients by
monitoring their progress. The CPA may be involved in
all or only some elements of this process.

PERSONAL FINANCIAL PLANNING SERVICES
Consultations

A personal financial planning consultation is an informal
type of service that is based mostly on the CPA's knowl
edge about the client, the client's circumstances, the
technical matters involved, and the mutual intent of the
parties. Consultations generally involve written or oral
advice or information given by a CPA in a short time
frame. Information is usually exchanged through
discussion with the client.

Segmented Planning Engagements
Segmented planning engagements involve analyses and
recommendations that address one or more of the
specific planning concerns of most importance to a cli
ent. The scope of a segmented planning engagement
omits considerations of one or more planning areas
included in a comprehensive planning engagement.

Comprehensive Planning Engagements
Comprehensive planning engagements address the
client's overall financial situation and include, to the
extent necessary, study of the client's financial position,
projections of the client's cash flow, income tax planning,

267
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risk management, retirement planning, investment
planning, goal planning, and estate planning.

THE PFP PROCESS
The client's goals and the scope of the engagement
determine the CPA's role in the personal financial planning
process. It is not necessary to cover every planning area
in every engagement. Having an adequate understanding
of the client's goals, financial resources, and attitudes
allows the CPA to be an effective financial adviser.
Effective financial planning services should be fluid,
allowing the CPA and client to be flexible in the methods
used and the sequence of the planning process. The
personal financial planning process includes—

■ Defining engagement objectives. This includes the
development of objectives for the work to be per
formed in a specific engagement, selection of an
appropriate level of service, and comprehension of
the client's individual and family goals.
■ Planning the engagement. This includes the selec
tion of specific procedures relevant to the PFP
engagement. This element of the process enables the
CPA to determine procedures that provide a sufficient
basis for the CPA's professional recommendations
and for helping the client make planning decisions.
Such analyses and procedures provide useful infor
mation for the planning process.
■ Performing analyses to develop and support recom
mendations and planning decisions. Analysis of
alternative strategies or data for achieving the client's
goals is necessary to develop and support the
recommendations and the client's planning decisions.
This element of the process enables the CPA to
develop recommendations, assist the client in making
planning decisions, and provide adequate support
for the recommendations that are developed.
■ Documenting the planning process. Documentation
is essential to every phase of the planning process to
demonstrate how the engagement was performed
and how the CPA arrived at his or her recommenda
tions and advice. This enables the CPA to develop
workpapers that document (1) the engagement objec
tives, (2) the CPA's understanding of the client, and
(3) the basis of the CPA's recommendations and advice.
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■ Reporting recommendations and advice. This
includes the communication of recommendations
and advice to the client in a way that clarifies both
anticipated effect and limitations of the recommen
dations and advice.
■ Helping the client effect financial planning decisions. If
the client agrees that implementation is a part of the
engagement, the CPA's role includes helping the client
implement planning decisions as necessary.
■ Monitoring the client's progress in achieving goals.
The client may engage the CPA to perform certain
monitoring services. The purpose of monitoring is to
determine whether progress has been made with
respect to the client's goals.
■ Helping the client revise planning decisions. If the
client agrees that updating is part of the engagement,
the CPA can help the client to revise financial plan
ning decisions when circumstances change, when
progress toward the goals is different from the
projections, or when actual results indicate that the
client's goals will not be achieved.

Monitoring the client's progress toward achieving his
or her goals and revising planning decisions are normally
separate services that are undertaken by a separate,
specific agreement with the client. Thus, monitoring
the progress and revising the planning decisions may be
considered on additional engagements.

REGULATORY ISSUES

CPAs who provide PFP services need to become familiar
with federal and state registration requirements for invest
ment advisers. The Personal Financial Planning Division's
practice aid Issues Involving Registration Under the
Investment Advisers Act of 1940 provides information
about the federal requirements and a discussion on
whether CPAs providing PFP services should register
under the Investment Advisers Act of 1940. CPAs should
seek legal counsel about whether they need to register
as investment advisers based on how they provide
financial planning services. The various states' registration
and regulatory requirements do not necessarily conform
to federal requirements. CPAs should therefore also deter
mine the requirements of the state in which they practice.
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Many states have regulations that affect providing advice
on insurance policies and coverage. All states require
licensing when compensation is a commission from the
sale of an insurance policy. CPAs whose personal financial
planning services include insurance consultations can
inquire of their state insurance commissioner whether
licensing is required for insurance consultants or whether
an exemption for CPAs exists.

PROFESSIONAL LIABILITY INSURANCE
CONSIDERATIONS

Some professional liability insurers have been reluctant to
make unequivocal statements about whether CPAs'
professional liability insurance covers their PFP services.
The AICPA Professional Liability Insurance Plan clarifies
the situation for members covered by the plan. It
defines professional accounting services as services
performed, or advice given, by the insured for a fee or
otherwise in the conduct of the insured's practice as
an accountant. Professional accounting services,
including PFP services, are covered under the plan
unless specifically excluded.

PROFESSIONAL LITERATURE
SSARS

Unaudited personal financial statements included in
personal financial plans are subject to the reporting
requirements of either SSARS 6, Reporting on Personal
Financial Statements Included in Written Personal
Financial Plans, or SSARS 1, Compilation and Review of
Financial Statements, as amended. A CPA has the option
of using the SSARS 6 reporting requirements if he or she
has an understanding with the client that the statements
will be used only to assist the client and the client's
advisers to develop the client's personal financial plan
and will not be used to obtain credit or for any purpose
other than to develop the financial plan.
In addition, nothing should have come to the CPA's
attention during the engagement to indicate that the
statements would be used for any purpose other than to
develop the client's financial plan. An SSARS 6 report
should state that the unaudited financial statements
(1) are designed solely to help develop the personal
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financial plan, (2) may be incomplete or contain other
departures from GAAP, (3) should not be used to obtain
credit or for any purposes other than to develop a
personal financial plan, and (4) have not been audited,
reviewed, or compiled.
The following report demonstrates the reporting
requirements of SSARS 6:
The accompanying Statement of Financial Condition of
Model Person, as of December 31,19XX, was prepared
solely to help you develop your personal financial plan.
Accordingly, it may be incomplete or contain other
departures from generally accepted accounting principles
and should not be used to obtain credit or for any
purposes other than developing your financial plan. We
have not audited, reviewed, or compiled the statement.

A CPA may submit a written personal financial plan
containing unaudited personal financial statements to a
client, to be used by the client or the client's advisers to
implement the personal financial plan without complying
with the requirements of SSARS 1. (See Interpretation
No. 1 of SSARS 6.) The reporting requirements of SSARS
1 should be followed if the conditions required for
SSARS 6 reporting are not met or if the accountant elects
not to use the SSARS 6 exemption from the require
ments of SSARS 1.

Prospective Financial Information

Personal financial plans frequently include prospective
financial information. In general, CPAs associated with
prospective financial information should consider the
accounting and reporting guidance in the Statement of
Standards for Accountants' Services on Prospective
Financial Information Financial Forecasts and Projections,
the AICPA Guide for Prospective Financial Statements,
and SOP 90-1, Accountants' Services on Prospective
Financial Statements for Internal Use Only and Partial
Presentations.

Tax Statements
The AICPA Statements on Responsibilities in Tax Prac
tice address issues of interest to CPAs who provide tax
advice to their clients.
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TECHNICAL AREAS

Financial Statement Analysis
In most financial planning engagements, the analysis of
the client's statement of financial condition is a key
component in the development of the overall financial
plan. The statement of financial condition provides a
snapshot of the client's current financial situation; it
contains information about asset allocation, liquidity,
leverage, and net worth. Analysis of the statement yields
information important to the CPA's understanding of
the client's financial resources and personal financial
planning needs. Such an analysis may include a com
parison of the statement of financial condition to the
client's financial goals and objectives, ratio analysis, and
the development of projected statements of financial
condition.

Cash Flow Planning
Cash flow planning is an important aspect of PFP.
Clients seek PFP services to obtain more effective con
trol of their financial situations. For many, that means
learning to better manage their monthly cash flow. Most
clients would like to save a larger portion of their
income. Some have critical cash flow problems: exces
sive debt, little or no savings, or debt incurred to meet
personal expenses. Some clients' financial objectives
may therefore relate specifically to cash flow planning,
such as personal debt reduction, better control of
expenses, increased discretionary income, and an
increased amount available for investment.
Cash flow planning is also a necessary part of the PFP
process in a more general sense. CPAs rely on the cash
flow plan to determine how much discretionary income
is or can be made available to meet financial objectives.
They also need to know that their PFP clients can man
age their funds sufficiently to implement the planning
recommendations.

Income Tax Planning
Income tax planning is any strategy used to defer,
reduce, or shift either current or future income tax liabili
ties. For many families, income taxes represent one of
the largest single expenditures each year, and planning
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those expenditures often deserves special attention.
Such special attention, however, should not isolate tax
planning from other financial issues. Through the tax
planning process, information may be discovered that
affects other areas of the client's financial circumstances
or goals. Those interrelationships should not be ignored.

Risk Management
Risk management includes the identification and meas
urement of risk exposures and decisions on how to handle
the identified risks. Four methods for handling risk
include risk avoidance, risk reduction, risk transfer, and
risk retention. All four methods do not apply to every
risk. Insurance products are usually an effective tool for
transferring risk. Basic personal insurance coverages
include life, disability, health, property, and liability
coverage. Some clients have special insurance needs
because of their occupations, possessions, or hobbies.
CPAs may need to work with theclient's insurance agent
or other specialist when reviewing a client's insurance
requirements.

Investment Planning
A primary purpose of personal financial planning is to
use financial resources more effectively to achieve
financial goals. Investment planning is therefore a
necessary part of comprehensive personal financial
planning. In addition, it is often an important considera
tion in consultations and in segmented planning
engagements involving income tax, insurance, retire
ment, estate planning, and education funding.
The investment planning process includes providing
investment advice that may be limited to educational
assistance regarding suitable investment categories or
strategies or historical information for different investment
classes, or guidance regarding asset allocation recom
mendations, or specific investment recommendations.

Education Funding
Together with purchasing a home and retirement fund
ing, financing children's educations is a major financial
responsibility faced by many clients. To plan education
funding needs, clients first need to identify goals for
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their children's educations. Projected costs and suitable
funding methods can then be determined. Most fund
ing methods relate to funding with appreciating or
income-producing assets. Several trusts are viable for
education-funding purposes. The CPA may also review
the feasibility of one of the federally sponsored finan
cial aid programs.

Retirement Planning

Although retirement is a major event in their lives, many
people do not prepare for it. If carefully planned for,
however, retirement years may indeed be the “golden
years." A CPA's role in retirement planning involves
more than analyzing a client's financial situation and
economic needs; many clients need assistance in
developing realistic retirement goals and life-styles.
CPAs can bring objectivity and experience to their
clients' retirement planning process so that their clients
can make appropriate decisions and prepare for the
adjustments they will have to make.

Estate Planning
Estate planning concerns the transfer of assets both during
life and after death. In general, the primary emphasis in
estate planning is on (1) minimizing the costs associated
with those transfers, (2) determining the optimal dispo
sition and subsequent management of the transferred
assets, and (3) ensuring that the estate has sufficient
sources of liquid assets to satisfy its obligations. Lifetime
transfers provide for ongoing planning opportunities.
Transfers at death may or may not be planned. Whether
preplanned or not, such transfers will occur as dictated
by instruments such as wills and trusts put in place
before death, the form of property ownership, or the
state laws of intestacy. The key to estate planning is to
arrange asset titles, contracts, and documents in
advance so that the property that clients control will
pass as desired.

Charitable Giving

CPAs are often in a position to advise clients concerning
charitable giving. A CPA who is familiar with gifting
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techniques can help clients achieve charitable objectives
while simultaneously preserving the financial security
of the family. In addition, the cost of achieving charita
ble objectives often can be minimized by significantly
reducing income and estate taxes. Charitable giving is
most often accomplished by outright gifts during the
individual's lifetime. Some clients, though, hesitate to
gift substantial property for fear that they may outlive
their remaining assets. In many cases, this fear may be
overcome. Clients may give gifts of property in trust
while retaining an income interest in it. Other clients
prefer to make substantial donations only upon their
death through provisions in their wills. Many clients
choose a combination of lifetime and testamentary
bequests.

PERSONAL FINANCIAL SPECIALIST
(PFS) PROGRAM

In 1987, the AICPA established the PFS (formerly called
APFS, Accredited Personal Financial Specialists) program
for members who specialize in PFP services. This
program offers members many benefits. A CPA who
meets the requirements can be known as a Personal
Financial Specialist. A CPA providing personal financial
planning services should consider obtaining the PFS
designation because doing so—
■ Creates the opportunity for smaller firms to become
more competitive in specialty areas of practice.
■ Facilitates client referrals among practitioners.

■ Encourages closer ties within the profession as mem
bers with similar interests are brought together.
■ Improves skills and expertise in personal financial
planning, which would result in increased profes
sional competency.
■ Improves communication between the accounting
profession and the public.
■ Develops uniform standards to be used in evaluating
claimed expertise.
■ Protects the public by assuring that the providers of
personal financial planning are competent.
■ Provides the opportunity for specialists to keep upto
date in a profession currently experiencing informa
tion overload.
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To qualify for the PFS designation, the applicant
must—
■ Be a member in good standing of the AICPA.
■ Hold a valid and unrevoked CPA certificate issued by
a legally constituted state authority.
■ Have at least 250 hours of experience per year in per
sonal financial planning activities for the three years
immediately preceding the application. This
experience must include personal income tax plan
ning, risk management, investment planning, retire
ment planning, and estate planning.
■ Submit a written statement of intent to comply with
all the requirements for reaccreditation.
■ Pass the PFS examination.
■ Submit six references to substantiate working
experience in personal financial planning.

The first four requirements must be met at the time of
the application to sit for the examination. References
are required only after the candidate has been notified
of successful completion of the examination.
The PFS examination is given semi-annually. The first
examination is given every January in connection with
the PFP Technical Conference. In general, the second
test date is the last Friday in September, unless that
day falls on a national or religious holiday. There are
approximately 20 sites throughout the country for the
September test. The location of the testing sites
depends on the number of candidates taking the exami
nation. For further information about the program,
candidates may call the Personal Financial Planning
Division at 1-800-TO-AICPA (1-800-862-4272).

PFP DIVISION

Over 7,000 members have joined the AICPA Personal
Financial Planning Division, attracted by practice aids
and information on current personal financial planning
developments. This division has been established for
AICPA members who want to expand their technical
knowledge and professional competence and increase
the profitability of their practices. Members gain practi
cal benefits, strategic counsel, and ongoing support
from the nation's leading network of CPA financial plan
ners, including technical information needed to start or
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expand a PFP practice. Benefits include a subscription
to the Planner, a bimonthly newsletter, and practice aids
including the Personal Financial Planning Manual and
its updating supplements. For further information, call
800-TO-AICPA (800-862-4272) or write to the PFP Divi
sion, AICPA, Harborside Financial Center, 201 Plaza HI,
Jersey City, NJ 07311-3881.

15
DIVISION FOR CPA FIRMS,
QUALITY REVIEW PROGRAM,
AND CONTINUING PROFESSIONAL
EDUCATION REQUIREMENTS
Martin S. Safran, CPA

Division for CPA Firms............................................
SEC Practice Section............................................
Private Companies Practice Section.................
Oversight..................................................................
Quality Review Program ..........................................
CPE Requirements......................................................

281
281
282
282
283
284

279

15
DIVISION FOR CPA FIRMS,
QUALITY REVIEW PROGRAM,
AND CONTINUING PROFESSIONAL
EDUCATION REQUIREMENTS

DIVISION FOR CPA FIRMS

The Division for CPA Firms was created by the AICPA in
1977 to establish a more rigorous self-governance in
response to concerns expressed during congressional
hearings on Securities and Exchange Commission (SEC)
oversight of the accounting profession. The Division for
CPA Firms consists of the SEC Practice Section (SECPS)
and the Private Companies Practice Section (PCPS). The
purpose of the division is "to strive for professional
excellence in.. .CPA firm.. .practice and to assure the
public of the quality of [CPA] services through an effective
peer review and continuing education program," as stated
in its Directory of Member Firms dated January 1,1990.
At June 1,1992, there were approximately 6,800 member
firms, representing 9,400 office locations containing
145,000 professional accountants, of whom 57 percent
were CPAs.
Each member firm agrees to follow AICPA quality con
trol standards, submit to a peer review of its quality control
system every three years, and require each professional
staff person to undergo an average of forty continuing
professional education (CPE) hours per year. Peer review
results, and certain information required annually from
each member firm, are available to the public.

SEC Practice Section

The SECPS has additional requirements regarding SEC
clients. These requirements include not only periodic
partner rotation and concurring partner review, but also
reporting, as applicable, of alleged audit deficiencies,
management services fees, and changes in auditors.
The major committees of the SECPS are the Executive
Committee, Peer Review Committee, and Quality Control
Inquiry Committee. The Executive Committee, compris
ing representatives from twenty-one member firms,
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formulates general policies and membership require
ments, establishes budgets and dues, handles complaints,
sanctions members as required, appoints subcommittees,
and maintains relationships with other bodies. The Peer
Review Committee is appointed by the Executive
Committee to establish peer review standards,
administer the SECPS peer review program, and review
reports. The Quality Control Inquiry Committee
responds to "audit failure" allegations by identifying
corrective measures, recommending to the Executive
Committee appropriate sanctions, as applicable,
regarding the member firm involved, or by a combination
of these methods, and determines whether changes in
professional standards should be considered.
In response to a 1987 SEC proposal that would have
imposed mandatory peer review requirements on any
auditor with an SEC client, the AICPA requires that any
such CPA firm join the SECPS.

Private Companies Practice Section
The PCPS has four committees. The Executive Committee
maintains the peer review system for its members,
imposes applicable sanctions, and acts as a vehicle for
local and regional firms to express their views on profes
sional matters and technical standards. The Peer Review
Committee monitors member firms for maintenance
and application of quality control and for compliance
with membership requirements. The Technical Issues
Committee monitors technical developments and, as
necessary, makes relevant comments and recommenda
tions. The Management of an Accounting Practice
Committee, which recently came under PCPS jurisdiction,
assists CPA firms in improving their operations and
profitability levels.
The PCPS has recently assumed publication of The
Practicing CPA, an AICPA publication directed at smalland medium-sized local CPA firms.

Oversight
An independent overview of SECPS activities is
provided by the Public Oversight Board (POB), which
was established by the AICPA to represent the public
interest. The POB can appoint (subject to approval of
the AICPA Board of Directors), remove, and set compen

Division for CPA Firms, Quality Review, and CPE/ 283

sation for its members, who comprise five individuals of
high reputation. It monitors all SECPS activities, espe
cially peer reviews and quality control inquiries, and
recommends improvements to membership require
ments, standards, policies, and procedures. Peer
reviews are monitored by combinations of working
paper and report review and observation of procedures,
and their results (without identifying the clients, CPA
firms, or personnel involved) are available to the SEC.
POB files and selected peer review working papers are
reviewed by the SEC staff, which maintains a constant
liaison with the POB and SECPS Executive and Peer
Review Committee members in order to oversee SECPS
activities.
The POB has indicated that the peer review and quality
control inquiry processes have been a significant factor
in improving the quality control systems of member
firms, and thereby reducing the number of audit
failures. Furthermore, the SEC has commented favorably
on the history and expectations of the quality control
inquiry process.

QUALITY REVIEW PROGRAM
In 1988, the members of the AICPA overwhelmingly
approved a proposal that called for AICPA members in
public practice to participate in a practice-monitoring
program. With the adoption of this proposal, the AICPA
implemented a review program of unprecedented
scope in the CPA profession or any other—the Quality
Review Program. Quality review ensures users of
CPA services that their CPA firms measure up to the
profession's high standards of professionalism and are
committed to improving the quality of their practices.
Carried out in conjunction with 44 participating state
CPA societies, the Quality Review Program requires
CPAs to have a rigorous, outside review of their accounting
and auditing practices once every three years. These
reviews determine whether a firm has suitable quality con
trol policies and procedures and is complying with them.
As of July 31,1992, over 39,000 firms were enrolled in
the Quality Review Program. Forty percent of those
firms perform auditing engagements while forty-three
percent perform review and compilation engage
ments only.
The reviewers are licensed CPAs selected from among
the members of the AICPA and have demonstrated that
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they possess current knowledge of applicable professional
standards. In an on-site review, an outside team reviews
the firm's quality control system to determine whether,
for that year, it met the objectives of the AICPA's quality
control standards. The team selects a sample of a firm's
engagements and assesses its work on those engage
ments. The team then reports its findings to the firm,
suggesting where improvements may be necessary,
and provides the outcome of the review to the entity
administering the firm's review—either the AICPA or a
state society. If a review uncovers deficiencies, the
reviewed firm must respond in a letter outlining its actions
or plans to correct the deficiencies. The administering
entity may, if necessary, prescribe corrective actions
that a firm must take, or monitoring procedures to
ensure that a firm adheres to the profession's standards.
In this way, the AICPA is kept apprised of the quality of
its members' work and the performance of CPA firms.
Off-site quality reviews are available to firms that do
not perform audits of historical financial statements or
examinations of prospective financial statements. A CPA
firm issuing review and compilation reports only may
have an off-site quality review. On the other hand,
AICPA member firms with audit clients must have an on
site quality review.
Membership in the Quality Review Program or the
Division for CPA Firms provides CPAs with the opportunity
to learn new or improved ways to run their firms and
improve client services. This may be as simple as
identifying possible inefficiencies or as broad as
determining opportunities to better serve their clients.
Whatever the case, clients benefit because CPA services
become more pertinent to their needs and responsive
to the changing business environment. What's more,
clients can be sure that their CPA firm measures up
to the profession's high standards of quality and
professionalism.

CPE REQUIREMENTS

To supplement classroom and job experience, and to
disseminate knowledge of current developments, formal
CPE is required of most professional accountants. All
state CPA licensing bodies except Wisconsin require
CPE for CPAs in public practice. Most of them require an
average of thirty to forty credit-hours per year.
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The AICPA requires members in public practice to
complete 120 credit-hours (at least twenty per year) over
three years. For members not in public practice, the
requirement is sixty credit-hours and will increase to
ninety credit-hours (minimum of fifteen credit-hours
per year) in 1993.
A variety of courses is offered by the AICPA, state CPA
societies, and other organizations. In-house training is
given by many CPA firms. CPE time is monitored by most
firms. Compliance by AICPA member firms with CPE
requirements is integral to satisfying the peer and
quality review processes.
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PROFESSIONAL
PRONOUNCEMENTS AND
PUBLICATIONS

ACCOUNTING AND REPORTING

Accounting standards tell the accountant how to formu
late a specific transaction under generally accepted
accounting principles or an other comprehensive basis
of accounting.
The term other comprehensive basis of accounting
(OCBOA) is discussed in volume 1, AU section 623, of
the AICPA Professional Standards. AU 623 deals with
reporting on cash-basis, modified cash-basis, and tax
basis financial statements. The Governmental Account
ing Standards Board (GASB) promulgates accounting
standards in the governmental area and codifies its
pronouncements.
Recently, extensive changes in the GAAP hierarchy
have been effected. (See exhibit 16.1.)

ACCOUNTING RESEARCH BULLETINS (ARBs)

Currently outstanding ARBs are as follows (skipped
numbers reflect superseded pronouncements).
No.

Title

4

Foreign Operations and Foreign Exchange (included
in ARB 43)

19

Accounting Under Cost-Plus-Fixed-Fee Contracts
(included in ARB 43)

38

Disclosure of Long-Term Leases in Financial Statements
of Lessees (included in ARB 43)

43

Restatement and Revision of Accounting Research
Bulletins (superseded in part by subsequent pro
nouncements)

45

Long-Term Construction-Type Contracts

51

Consolidated Financial Statements (superseded in part
by APB 16, APB 23, FASB No. 94, and FASB No. 96)
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Established Accounting Principles

Statements and Interpretations,

recognized and prevalent

nized and prevalent

d. "Q s and As" published by the GASB staff,
as well as industry practices widely recog 

d. AICPA accounting interpretations,

"Q s and As" published by the FASB
staff, as well as industry practices widely

c. Consensus positions of the GASB Emer
gency Issues Task Force† and AICPA Practice
Bulletins if specifically made applicable to
state and local governments by the AICPA

of Position

b. GASB Technical Bulletins, and the

following
pronouncements if specifically made
applicable to state and local governments
by the AICPA: AICPA Industry Audit and
Accounting Guides and AICPA Statements

applicable to state and local governments
by a GASB Statement or Interpretation

a. GASB Statements and Interpretations, plus
AICPA and FASB pronouncements, if made

State and local governments

Consensus positions of the FASB
Emergency issues Task Force and
AICPA Practice Bulletins

FASB Technical Bulletins, AICPA Industry
Audit and Accounting Guides, and
AICPA Statements of Position

APB Opinions, and AICPA Accounting
Research Bulletins

FASB

Nongovernmental entities

Exhibit 16.1
GAAP Hierarchy Summary
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e.

FASB

Concepts Statements; APB State
ments; AICPA Issues Papers; International
Accounting Standards Committee State
ments; GASB Statements, Interpretations,
and Technical Bulletins; pronouncements
of other professional associations or
regulatory agencies; AICPA Technical
Practice Aids; and accounting textbooks,
handbooks, and articles

O ther accounting literature, including
e.

Other accounting literature, including GASB
Concepts Statements; pronouncem ents in
categories (a) through (d) o f the hierarchy
fo r nongovernmental entities when not
specifically made applicable to state and
local governments; APB Statements; FASB
Concepts Statements; AICPA Issues Papers;
International Accounting Standards
Com m ittee Statements; pronouncements
of other professional associations or
regulatory agencies; AICPA Technical
Practice Aids; and accounting textbooks,
handbooks, and articles

† As

* In the absence of established accounting principles, the auditor may consider other accounting
literature, depending on its relevance in the circumstances .
of the date of this section, the GASB had not organized such a group.

Other Accounting Literature
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ACCOUNTING PRINCIPLES BOARD OPINIONS (APBs)

Currently outstanding APBs are as follows (skipped
numbers reflect superseded pronouncements).
No.

Title

*
2

Accounting for the "Investment Credit"

4

Accounting for the "Investment Credit"—Amending APB 2

*9
*
10
12

Reporting the Results of Operations
Omnibus Opinion—1966
Omnibus Opinion—1967

13

Amending Paragraph 6 of APB Opinion 9, Application to
Commercial Banks

14

Accounting for Convertible Debt and Debt Issued With
Stock Purchase Warrants

15
16

Earnings per Share
Business Combinations

17
18

Intangible Assets

20

The Equity Method of Accounting for Investments in
Common Stock (amended by FASB No. 94)
Accounting Changes

21
22

Interest on Receivables and Payables
Disclosure of Accounting Policies

23
25

Accounting for Income Taxes—Special Areas
Accounting for Stock Issued to Employees

*26
28

Early Extinguishment of Debt
Interim Financial Reporting

29

Accounting for Nonmonetary Transactions

30

Reporting the Results of Operations—Reporting the
Effects of Disposal of a Segment of a Business, and
Extraordinary, Unusual, and Infrequently Occurring
Events and Transactions

FASB STATEMENTS OF
FINANCIAL ACCOUNTING STANDARDS

Currently outstanding FASB Statements are as follows
(skipped numbers reflect superseded pronouncements).
No.

Title

2
3

Accounting for Research and Development Costs
Reporting Accounting Changes in Interim Financial
Statements (an amendment of APB 28)

*Extensively superseded or amended by subsequent
pronouncements.
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No.

Title

4

Reporting Gains and Losses From Extinguishment of
Debt (an amendment of APB 30)
Accounting for Contingencies
Classification of Short-Term Obligations Expected to Be
Refinanced (an amendment of ARB 43, Chapter 3A)
Accounting and Reporting by Development State
Enterprises
Extension of "Grandfather" Provisions for Business
Combinations (an amendment of APB 16)
Accounting for Contingencies—Transition Method (an
amendment of FASB No. 5)
Accounting for Certain Marketable Securities
Accounting for Leases (extensively superseded and
amended by subsequent pronouncements)
Financial Reporting for Segments of a Business Enterprise
Accounting by Debtors and Creditors for Troubled
Debt Restructurings
Prior Period Adjustments
Financial Reporting for Segments of a Business
Enterprise—Interim Financial Statements (an amend
ment of FASB No. 14)

5
6
7

10
11

12
13
14
15

16
18

19

21

22

23
24

25

27

28

29

30
32

Financial Accounting and Reporting by Oil and Gas
Producing Companies (superseded in part by FASB
No. 69 and other pronouncements)
Suspension of the Reporting of Earnings per Share and
Segment Information by Nonpublic Enterprises (an
amendment of APB 15 and FASB No. 14)
Changes in the Provisions of Lease Agreements Resulting
From Refunding of Tax-Exempt Debt (an amendment
of FASB No. 13)
Inception of the Lease (an amendment of FASB No. 13)
Reporting Segment Information in Financial Statements
That Are Presented in Another Enterprise's Financial
Report (an amendment of FASB No. 14)
Suspension of Certain Accounting Requirements for
Oil and Gas Producing Companies (an amendment of
FASB No. 19)
Classification of Renewals or Extensions of Existing
Sales-Type or Direct Financing Leases (an amendment
of FASB No. 13)
Accounting for Sales With Leasebacks (an amendment
of FASB No. 13) (extensively amended by subsequent
pronouncements)
Determining Contingent Rentals (an amendment of
FASB No. 13)
Disclosure of Information About Major Customers
Specialized Accounting and Reporting Principles and
Practices in AICPA Statements of Position and Guides
on Accounting and Auditing Matters (an amendment
of APB 20)
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No.

Title

34

Capitalization of Interest Cost (superseded and
amended in part by subsequent pronouncements)

35

Accounting and Reporting by Defined Benefit Pension
Plans

38

Accounting for Preacquisition Contingencies of
Purchased Enterprises (an amendment of APB 16)
Determining Materiality for Capitalization of Interest
Cost (an amendment of FASB No. 34)
Accounting for Compensated Absences

42
43

44

Accounting for Intangible Assets of Motor Carriers (an
amendment of ARB 43, Chapter 5, and an interpreta
tion of APBs 17 and 30)

45

Accounting for Franchise Fee Revenue

47

Disclosure of Long Term Obligations

48

Revenue Recognition When Right of Return Exists

49

Accounting for Product Financing Agreements

50

Financial Reporting in the Record and Music Industry

51

Financial Reporting by Cable Television Companies

52

Foreign Currency Translation

53

Financial Reporting by Producers and Distributors of
Motion Picture Films

55

Determining Whether a Convertible Security Is a
Common Stock Equivalent (an amendment of APB
Opinion No. 15) (superseded in part by FASB No. 85)

56

Designation of AICPA Guide and Statement of Position
(SOP) 81-1 on Contractor Accounting and SOP 81-2
Concerning Hospital-Related Organizations as
Preferable for Purposes of Applying APB Opinion No.
20 (an amendment of FASB No. 32)
Related Party Disclosures
Capitalization of Interest Cost in Financial Statements
That Include Investments Accounted for by the Equity
Method (an amendment of FASB No. 34)
Accounting and Reporting by Insurance Enterprises
Accounting for Title Plant

57
58

60
61

62

63

64
65

66

67

Capitalization of Interest Cost in Situations Involving
Certain Tax-Exempt Borrowings and Certain Gifts and
Grants (an amendment of FASB No. 34)
Financial Reporting by Broadcasters
Extinguishments of Debt Made to Satisfy Sinking-Fund
Requirements (an amendment of FASB No. 4)
Accounting for Certain Mortgage Banking Activities
(superseded and amended in part by FASB No. 91)
Accounting for Sales of Real Estate (amended by FASB
No. 98)
Accounting for Costs and Initial Rental Operations of
Real Estate Projects
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No.

Title

68

Research and Development Arrangements

69

Disclosures about Oil and Gas Producing Activities (an
amendment of FASB Nos. 19,25, 33, and 39)
Accounting for the Effects of Certain Types of Regula
tion (superseded and amended in part by FASB Nos.
90 and 92)
Accounting for Certain Acquisitions of Banking or Thrift
Institutions (an amendment of APB 17 and FIN 9)
Reporting a Change in Accounting for Railroad Track
Structures (an amendment of APB 20)

71

72
73
75

76
77
78
79

Deferral of the Effective Date of Certain Accounting
Requirements for Pension Plans of State and Local
Governmental Units (an amendment of FASB No. 35)
Extinguishment of Debt (an amendment of APB 26)

Reporting by Transferors for Transfers of Receivables
With Recourse
Classification of Obligations That Are Callable by the
Creditor (an amendment of ARB 43, Chapter 3A)
Elimination of Certain Disclosures for Business Combi
nations by Nonpublic Enterprises (an amendment of
APB 16)

80
81

Accounting for Futures Contracts
Disclosure of Postretirement Health Care and Life
Insurance Benefits

83

Designation of AICPA Guides and Statement of Position
on Accounting by Brokers and Dealers in Securities,
Employee Benefit Plans, and by Banks as Preferable
for Purposes of Applying APB Opinion 20 (an amend
ment of FASB No. 32 and APB 30 and a rescission
of FIN 10)

84

Induced Conversions of Convertible Debt (an amend
ment of APB 26)

85

Yield Test for Determining Whether a Convertible
Security Is a Common Stock Equivalent (an amend
ment of APB 15)
Accounting for the Costs of Computer Software to Be
Sold, Leased, or Otherwise Marketed
Employers' Accounting for Pensions
Employers' Accounting for Settlements and Curtailments
of Defined Benefit Pension Plans and for Termination
Benefits
Financial Reporting and Changing Prices
Regulated Enterprises—Accounting for Abandonments
and Disallowances of Plant Costs (an amendment of
FASB No. 71)
Accounting for Nonrefundable Fees and Costs
Associated With Originating or Acquiring Loans and
Initial Direct Costs of Leases (an amendment of FASB
Nos. 13, 60, and 65 and a rescission of FASB No. 17)

86
87
88

89
90

91
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No.

Title

92

Regulated Enterprises—Accounting for Phase-in Plans
(an amendment of FASB No. 71)

93

Recognition of Depreciation by Not-for-Profit Organi
zation

94

Consolidation of All Majority-Owned Subsidiaries
(an amendment of ARB 43, Chapter 12, ARB 51, and
APB 18)

95

Statement of Cash Flows

96

Accounting for Income Taxes

97

Accounting and Reporting by Insurance Enterprises for
Certain Long-Duration Contracts and for Realized
Gains and Losses From the Sale of Investments
Accounting for Leases:
■ Sale-Leaseback Transactions Involving Real Estate
■ Sales-Type Leases of Real Estate
■ Definition of the Lease
■ Initial Direct Costs of Direct Financial Leases
Deferral of the Effective Date of Recognition of Depreci
ation by Not-for-Profit Organizations (an amendment
of FASB No. 93)

98

99

101

Regulated Enterprises—Accounting for the Discontinu
ation of Application of FASB No. 71

102

Statement of Cash Flows—Exemption of Certain Enter
prises and Classification of Cash Flows from Certain
Securities Acquired for Resale (an amendment of
FASB No. 95)

104

Statement of Cash Flows—Net Reporting of Certain
Cash Receipts and Cash Payments and Classification
of Cash Flows From Hedging Transactions (an amend
ment of FASB No. 95)
Disclosure of Information About Financial Instruments
With Off-Balance-Sheet Risk and Financial Instru
ments With Concentrations of Credit Risk
Employers' Accounting for Postretirement Benefits
Other Than Pensions

105

106
107
108

109
110

Disclosures About Fair Value of Financial Instruments
Accounting for Income Taxes—Deferral of the Effective
Date of FASB Statement No. 96 (an amendment of
FASB No. 96)
Accounting for Income Taxes
Reporting By Defined Benefit Pension Plans of Invest
ment Contracts (an amendment of FASB No. 35)

AICPA AUDIT AND ACCOUNTING GUIDES

The following is a list of outstanding audit and account
ing guides included in the AICPA Loose-Leaf Service
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Audit and Accounting Guides. The audit and account
ing guides are also available individually.
■
■

Audit Sampling
Audits of Agricultural Producers and Agricultural
Cooperatives

Audits of Airlines
Audits of Banks
Audits of Brokers and Dealers in Securities
Audits of Casinos
Audits of Certain Nonprofit Organizations
Audits of Colleges and Universities
Audits of Credit Unions
Audits of Employee Benefit Plans
Audits of Entities With Oil and Gas Producing
Activities
■ Audits of Federal Government Contractors
■
■
■
■
■
■
■
■
■

■

Audits of Finance Companies

■
■

Audits of Investment Companies
Audits of Property and Liability Insurance Companies

■

Audits of Providers of Health Care Services

■
■
■
■
■
■

Audits of Savings Institutions
Audits of State and Local Governmental Units
Audits of Stock Life Insurance Companies
Audits of Voluntary Health and Welfare Organizations
Common Interest Realty Associations
Computer-Assisted Audit Techniques

■

Consideration of the Internal Control Structure in a
Financial Statement Audit
Construction Contractors
Guide for Prospective Financial Statements
Guide for the Use of Real Estate Appraisal Information
Personal Financial Statements Guide

■
■
■
■

STATEMENTS OF POSITION
Statements of position (SOPs) of the Accounting Stand
ards Division are issued to influence the development
of accounting standards in directions the Division believes
are in the public interest and, in certain circumstances,
to propose revisions or clarifications to recommendations

298/ 1993 Accounting & Auditing Reference
on accounting contained in industry-oriented Audit
and Accounting Guides published by the AICPA. (See
exhibit 16.1.)
The following are currently outstanding SOPs:

No.

Title

74-8

Financial Accounting and Reporting by Colleges
and Universities

75-2

Accounting Practices of Real Estate Investment Trusts

76-3

Accounting Policies for Certain Stock Ownership
Plans

78-2

Accounting Practices of Real Estate Investment Trusts

78-9

Accounting for Investments in Real Estate Ventures

78-10

Accounting Principles and Reporting Practices for
Certain Nonprofit Organizations

81-1

Accounting for Performance of Construction-Type
and Certain Production-Type Contracts

82-1

Accounting and Financial Reporting for Personal
Financial Statements

83-1

Reporting by Banks of Investment Securities Gains
or Losses

85-3

Accounting by Agricultural Producers and Agricul
tural Cooperatives

87-2

Accounting for Joint Costs of Informational
Materials and Activities of Not-for-Profit Organi
zations That Include a Fund-Raising Appeal

88-1

Accounting for Developmental and Preoperating
Costs, Purchases and Exchanges of Take-off and
Landing Slots, and Airframe Modifications

89-5

Financial Accounting and Reporting by Providers of
Prepaid Health Care Services

90-3

Definition of the Term Substantially the Same for
Holders of Debt Instruments as Used in Certain
Audit Guides and a Statement of Position

90-7

Financial Reporting by Entities in Reorganization
Under the Bankruptcy Code

90-8

Financial Accounting and Reporting
Continuing-Care Retirement Communities

90-11

Disclosure of Certain Information by Financial
Institutions About Debt Securities Held as Assets

91-1
92-1

Software Revenue Recognition
Accounting for Real Estate Syndication Income

92-3

Accounting for Foreclosed Assets

92-5

by

Accounting for Foreign Property and Liability
Reinsurance

Professional Pronouncements and Publications/ 299
No.

Title

92-6

Accounting and Reporting by Health and Welfare
Benefit Plans

Statements of Position of the Auditing Standards
Division are issued to revise or clarify certain recom
mendations of industry-oriented audit guides or areas
to which they relate. AICPA members should be aware
that they may be called upon to justify departures from
the recommendations.
Currently outstanding SOPs are—
SOP No.

Title

Confirmation of Insurance Policies in Force (8/78)
Auditing Property and Liability Reinsurance (10/82)
Auditing Life Reinsurance (11/84)

89-1

Reports on Audited Financial Statements of
Brokers and Dealers in Securities

89-2

Reports on Audited Financial Statements of Invest
ment Companies

89-3

Questions Concerning Accountants' Services on
Prospective Financial Statements

89-4

Reports on the Internal Control Structure in Audits
of Brokers and Dealers in Securities

89-7

Report on the Internal Control Structure in Audits
of Investment Companies

90-1

Accountants' Services on Prospective Financial
Statements for Internal Use Only and Partial
Presentations

90-2

Report on Internal Control Structure in Audits of
Futures Commission Merchants

90-4

Auditors' Reports Under U.S. Department of Hous
ing and Urban Development's Audit Guide for
Mortgages Having HUD Insured or Secretary
Held Multifamily Mortgages

90-5

Inquiries of Representatives of Financial Institutions

90-6

Directors' Examinations of Banks

90-10

Reports on Audited Financial Statements of Prop
erty and Liability Insurance Companies

92-2

Questions and Answers on the Term "Reasonably
Objective Basis" and Other Issues Affecting
Prospective Financial Statements

92-4

Auditing Insurance Entities' Loss Reserves

92-7

Audits of State and Local Governmental Entities
Receiving Federal Financial Assistance
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PRACTICE BULLETINS OF THE
ACCOUNTING STANDARDS DIVISION
(CURRENTLY OUTSTANDING)
Date
Issued

No.

Title

1

Purpose and Scope of AcSEC Practice Bulletins
and Procedures for Their Issuance

11/87

2

Elimination of Profits Resulting From Intercom
pany Transfers of LIFO Inventories

11/87

4

Accounting for Foreign Debt/Equity Swaps

5/88

5

Income Recognition on Loans to Financially
Troubled Countries

7/88

6

Amortizations of Discounts on Certain
Acquired Loans

8/89

7

Criteria for Determining Whether Collateral
fora Loan Has Been In Substance Foreclosed

4/90

8

Application of FASB Statement No. 97, Account
ing and Reporting by Insurance Enterprises for
Certain Long-Duration Contracts and for
Realized Gains and Losses From the Sale of
Investments, to Insurance Enterprises

4/90

9

Disclosures of Fronting Arrangements by
Fronting Companies

12/91

ISSUES PAPERS OF THE ACCOUNTING
STANDARDS DIVISION (NOT SUPERSEDED BY
SUBSEQUENT ACCOUNTING PRONOUNCEMENTS)

Title

Accounting for Changes in Estimates
Accounting for Allowances for Losses on Real Estate
and Loans and Receivables Collateralized by Real
Estate
Joint Venture Accounting
Accounting by Investors for Distributions Received
in Excess of Their Investment in a Joint Venture (an
Addendum to the July 17, 1979, Issues Paper on
Joint Venture Accounting)
"Push Down" Accounting
Accounting in Consolidation for Issuances of a Sub
sidiary's Stock
Accounting for the Inability to Fully Recover the
Carrying Amounts of Long-Lived Assets

Certain Issues That Affect Accounting for Minority
Interest in Consolidated Financial Statements

Date
Issued
12/15/78
6/21/79

7/17/79
10/8/79

10/30/79
6/3/80

7/15/80
3/17/81

Professional Pronouncements and Publications! 301
Date
Issued

Title

Depreciation of Income-Producing Real Estate

11/16/81

The Acceptability of "Simplified LIFO" for Financial
Reporting Purposes

10/14/82

Accounting for Employee Capital Accumulation Plans

11/4/82

Computation of Premium Deficiencies in Insurance
Enterprises

3/26/84

Accounting by Stock Life Insurance Companies for
Annuities, Universal Life, and Related Products
and Accounting for Nonguaranteed Premium
Products

11/5/84

identification and Discussion of Certain Financial
Accounting and Reporting Issues Concerning
LIFO Inventories

11/30/84

Accounting for Loss Portfolio Transfers—Letter

1/16/85

Accounting for Options

3/6/86

The Use of Discounting in Financial Reporting for
Monetary Items with Uncertain Terms Other Than
Those Covered by Existing Authoritative Literature

9/9/87

10/28/88

Quasi Reorganizations

The AICPA has three available sources to survey
accounting and reporting practice: (1) Accounting Trends
and Techniques, covering 600 annual reports in the public
sector; (2) Governmental Accounting Trends and
Techniques; and (3) the Information Retrieval System,
which contains some 4,000 annual reports of publicly
held companies.

FINANCIAL ACCOUNTING STANDARDS BOARD

AGENDA PROJECTS (As of July 1,1992)

Subject
Consolidations and Related Matters:
Policy and procedures
New basis
Unconsolidated entities
Disaggregated disclosures
Financial Instruments:
Liabilities and equity
Recognition and measurement
active issues:
Hedging
Impairmentof a loan

3Q

7992
4Q

7993

T

H

F

302/ 1993 Accounting & Auditing Reference
7992

Subject

3Q

Investments with prepayment risk
Marketable securities
Impairment of Assets
Not-for-Profit Organizations:
Contributions
Financial statement display
Pension Plan Accounting for GICs
Postemployment Benefits
Other Than Pensions
Present-Value-Based Accounting
Reinsurance Arrangements
Statement 32 Rescission
Stock Compensation Plans

*
F

7993

4Q

*
E

F

E
E

H,F
H,F

F
F
F
F

T

Codes:
E —Exposure Draft of a Statement
F —Final Statement or other final document
H —Public hearing
M—Discussion Memorandum or other initial document
T —Task force meeting

The outstanding accounting pronouncements are
codified in the FASB Current Text, a two-volume loose-leaf
service. Volume 1 contains the accounting material by
subject matter; volume 2 by industry practice.
The FASB established the Emerging Issues Task Force
(EITF) in July 1984 to assist in the early identification of
emerging issues affecting financial reporting and of
problems in implementing authoritative pronounce
ments. A loose-leaf service, EITF Abstracts, summarizes
the proceedings of the EITF and is available for purchase
from the FASB.
The Journal ofAccountancy includes a monthly listing
of various Exposure Drafts outstanding relating to pro
posed pronouncements.

*These items have been delayed since the last technical plan.
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ADDRESSES AND PHONE NUMBERS
OF PROFESSIONAL ACCOUNTING
ORGANIZATIONS AND
GOVERNMENT AGENCIES
AMERICAN INSTITUTE OF CERTIFIED PUBLIC
ACCOUNTANTS (AICPA) (309,000-member national
professional organization for all CPAs)
1211 Avenue of the Americas
New York, NY 10036-8775

212-575-6200
Telex 70 3396
FAX 212-575-3846

Harborside Financial Center
201 Plaza III
Jersey City, NJ 07311-3881

201-938-3000
212-318-0500
FAX 201-938-3329

1455 Pennsylvania Avenue, NW
Washington, DC 20004-1081

202-737-6600
FAX 202-638-4512

Frequently Called Numbers:
Technical information hotline

Order Department

CPE hotline—Course information

800-862-4272

(800-TO-AICPA)

Personal Financial Planning

Library services—1992
-1993

800-223-4155 (USA)
800-522-5434 (NY)
800-862-4272

Membership

201-938-3100

Quality review

201-938-3036

Ethics—Independence Questions
—Other Matters

Software support

201-938-3187
201-938-3177
or 201-938-3186
800-226-5000

AMERICAN ACCOUNTING ASSOCIATION (AAA) (10,000member organization to advance accounting education
and instruction)
5717 Bessie Drive
Sarasota, FL 34233

813-921-7747
FAX 813-923-4093
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AMERICAN SOCIETY OF WOMEN ACCOUNTANTS
(ASWA) (7,900-member organization to promote the
interest of female accountants)
1755 Lynnfird Road
Suite 222
Memphis, TN 38119

901-680-0470
FAX 901 -680-0505

THE EDP AUDITORS ASSOCIATION INC. (EDPA)
(11,000-member organization to promote education in
the fields of auditing and electronic data processing)
455 E. Kehoe Boulevard
Suite 106
P.O. Box 88180
Carol Stream, IL 60188-0180

708-682-1200
FAX 708-682-4010

FINANCIAL ACCOUNTING STANDARDS BOARD (FASB)
(establishes generally accepted accounting principles
in the United States)
401 Merritt 7
P.O. Box 5116
Norwalk, CT 06856-5116

203-847-0700
FAX 203-849-9714

Order Department

203-847-0700, ext. 555

Reference room and files

203-847-0700, ext. 238

Technical information desk

203-847-0700, ext. 369

FINANCIAL EXECUTIVE INSTITUTE (FEI) (14,000-member
organization to enhance the professional stature of
financial executives)

10 Madison Avenue
P.O. Box 1938
Morristown, NJ 07962-1938

201-898-4600
FAX 201-898-4649

GOVERNMENTAL ACCOUNTING STANDARDS BOARD
(GASB) (establishes generally accepted accounting prin
ciples for governmental organizations)
401 Merritt 7
P.O. Box 5116
Norwalk, CT 06856-5116

Order Department

203-847-0700

203-847-0700, ext. 555

Reference room and files

203-847-0700, ext. 238

Technical information desk

203-847-0700, ext. 369

Addresses and Phone Numbers/ 305

THE INSTITUTE OF INTERNAL AUDITORS (IIA) (47,000member organization for comprehensive development
and standard setting for the practice of internal
auditing)
249 Maitland Avenue
Altamonte Springs, FL 32701-4201

407-830-7600
FAX 407-831-5171

INSTITUTE OF MANAGEMENT ACCOUNTANTS (formerly
National Association of Accountants, or NAA—includes
the Institute of Certified Management Accountants,
95,000-member organization for educational purposes)

10 Paragon Drive
Montvale, NJ 07645

201-573-9000
800-638-4427

Member Services

FAX 201-573-0559

Publication sales

FAX 201-573-0639

NATIONAL ASSOCIATION OF ACCOUNTANTS (NAA)
(see Institute of Management Accountants)

UNITED STATES GENERAL ACCOUNTING OFFICE
(GAO) (independent agency for audit of government
agencies)

441 G Street, NW
Washington, DC 20548

202-275-5067

UNITED STATES OFFICE OF THRIFT SUPERVISION (OTS)
(government agency to oversee thrift institutions)
1700 G Street, NW
Washington, DC 20552

202-906-6000

UNITED STATES SECURITIES AND EXCHANGE COM
MISSION (SEC) (independent federal regulatory agency
that administers the federal securities acts governing
the registration, sales, and trading of securities)
9:00 A.M.-5:30 P.M.
450 Fifth Street, NW
Washington, DC 20549-3013

202-272-7450
Telex 202-272-7050
FAX 202-272-7050

Additional offices in Atlanta, Boston, Chicago, Denver,
Fort Worth, Houston, Los Angeles, Miami, New York,
Philadelphia, and Seattle.
General registration information

202-272-2553

Office of the Chief Accountant

202-272-2050

Division of Corporate Finance

202-272-2800

Public reference room

202-272-7450

APPENDIX

1994 and 1995
CALENDARS
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1994
JANUARY
S M T W T F S
1
2 3 4 5 6 7 8
9 10 11 12 13 14 15
16 17 18 19 20 21 22
23 24 25 26 27 28 29
30 31

FEBRUARY
T W T F
1 2 3 4
7 8 9 10 11
14 15 16 17 18
21 22 23 24 25
28

S M
6
13
20
27

MARCH
S M T W T
1 2 3
6 7 8 9 10
13 14 15 16 17
20 21 22 23 24
27 28 29 30 31

S
5
12
19
26

S
1
8
15
22
29

M
2
9
16
23
30

MAY
T W T
3 4 5
10 11 12
17 18 19
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S M T W T
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5 6 7 8 9
12 13 14 15 16
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F
6
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27

S
7
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21
28

F
3
10
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24

S
4
11
18
25
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S M T W T F
1 2
4 5 6 7 8 9
11 12 13 14 15 16
18 19 20 21 22 23
25 26 27 28 29 30

S
3
10
17
24

F S
1
3 4 5 6 7 8
10 11 12 13 14 15
17 18 19 20 21 22
24 25 26 27 28 29
31

S M T W T

2
9
16
23
30

F
4
11
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25

S
5
12
19
26

F S
1 2
3 4 5 6 7 8 9
10 11 12 13 14 15 16
17 18 19 20 21 22 23
24 25 26 27 28 29 30
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NOVEMBER
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F
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8
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S
2
9
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7 8
14 15
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AUGUST
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F
5
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26
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6
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27

DECEMBER
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1 2
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11 12 13 14 15 16
18 19 20 21 22 23
25 26 27 28 29 30

S
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6
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27

S
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28

S M
1
7 8
14 15
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28 29
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F
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26

S
6
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27
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S
2
9
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FEBRUARY
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20 21 22 23 24
27 28

S
4
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25

JUNE
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S
4
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1
8
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APRIL
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308

2
9
16
23
30

3 4 5 6 7
10 11 12 13 14
17 18 19 20 21
24 25 26 27 28
31

AUGUST
S M T W T
1 2 3
6 7 8 9 10
13 14 15 16 17
20 21 22 23 24
27 28 29 30 31

S
7
14
21
28

NOVEMBER
S M T W T F
12 3
5 6 7 8 9 10
12 13 14 15 16 17
19 20 21 22 23 24
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S
4
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F
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S
1
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INDEX

A
ACCOUNTING, 3
ACCOUNTING CHANGES, 56
ACCOUNTING PRINCIPLES
Accounting for Futures Contracts, 16
Accounting for Stock Issued to Employees, 16
Auditors' Report—Departure, 61
Business Combinations, 4
Combined Statements, 3
Consolidations, 3
Contingency Loss Recognition, 29
Equity Method, 3
Financial Instruments, 30
Fixed Assets, 6
Foreign Currency Transactions, 22
Gain Contingencies, 29
Income Tax, 8
Interim Reporting—Publicly Held Companies, 21
Inventory Valuation, 6
Investments in Marketable Equity Securities, 7
Lack of Insurance Coverage, 30
Leasing, 7
Nonmonetary Transactions, 24
Pension Plans, 19
Curtailments, 19
Settlements, 19
Terminations, 19
Postretirement Benefits, 19
Revenue Recognition, 26
ACCOUNTING TRENDS AND TECHNIQUES
ADVERSE OPINION; see Reports, Auditors'
AMERICAN ACCOUNTING ASSOCIATION (AAA), 303
AMERICAN INSTITUTE OF CERTIFIED PUBLIC
ACCOUNTANTS (AICPA)
Accounting Principles Board Opinions, 292
Accounting Research Bulletins, 289
Accredited Personal Financial Specialists, 275
Address and Phone Numbers, 303
Audit and Accounting Guides, 296
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Issues Papers, 300
Statements of Position (SOPs), 263
AMERICAN SOCIETY OF WOMEN ACCOUNTANTS
(ASWA), 304
ANALYSIS; see Financial Analysis
AUDITING
Acceptance of a Client, 37
Analytical Procedures, 39
Engagement Letter, 44
Engagement Planning, 38
Evaluation of Results, 43
Programs, 41
Representation Letter to Legal Counsel, 48
Statements on Auditing Standards (SASs), 35
Types of Procedures, 39

B
BALANCE SHEETS
Financial Statement Presentation, 79
BREAK-EVEN ANALYSIS, 222
BUSINESS COMBINATIONS
Accounting Principles, 4
Cost of Acquisitions, 5
Pooling of Interests, 5

C
CASH BASIS
Auditors' Report, 69
CHANGES, ACCOUNTING
Cumulative Effect, 78
CLIENT REPRESENTATION; see Representation Letters
COMBINED FINANCIAL STATEMENTS
Accounting Principles, 3
COMPARATIVE FINANCIAL STATEMENTS
Auditors' Report, 54
COMPILATION AND REVIEW OF FINANCIAL
STATEMENTS
Accountants' Reports, 150
Accountant's Standard Compilation Report, 150
Accountant's Standard Review Report, 151
Omission of Substantially All Disclosures, 150

Index/ 311

Engagement Planning and Administration, 131
Engagement Letter—Compilation, 136
Engagement Letter—Review, 138
Flowcharts, 131
Compilation Services, 132
Review Services, 134
Review of Financial Statements—Illustrative
Inquiries, 144
Review of Financial Statements—Illustrative
Representation Letter, 148
Working Papers, 141
CONSOLIDATED FINANCIAL STATEMENTS
Accounting Principles, 3
CONTINGENCIES
Loss Recognition, 29
CONTINUING PROFESSIONAL EDUCATION
REQUIREMENTS, 284
CURRENT ASSETS, 80
CURRENT LIABILITIES, 80

D
DECISION ANALYSIS
Break-Even Analysis, 222
DEFERRED TAXES, 12
DEPRECIATION
Periods, 199
DISCLAIMERS OF OPINION; see Reports,
Auditors' 60
DISCONTINUED OPERATIONS, 76
DISCOUNTING; see Present Value
DIVISION FOR CPA FIRMS, 281
Oversight, 282
Private Companies Practice Section, 282
SEC Practice Section, 281

E
EARNINGS PER SHARE
Financial Statement Presentation, 79
EDP AUDITORS ASSOCIATION, INC. (EDPA), 304
EMPLOYEE BENEFIT PLANS
Pension Plans, 19
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EMPLOYEE STOCK OPTION PLANS,
Accounting for Stock Issued, 16
Financing, 257
ENGAGEMENT LETTER, 136
EQUITY METHOD
Accounting Principles, 3
ESTATE TAXES
Federal Tax Rates, 197
EXCHANGES, 24
EXTRAORDINARY ITEMS
Financial Statement Presentation, 77

F

FINANCE COMPANY
Financing, 249
FINANCIAL ACCOUNTING STANDARDS BOARD (FASB)
Address and Phone Numbers, 304
Agenda, 301
Exposure Drafts, 301
Statements of Financial Accounting Standards, 292
FINANCIAL ANALYSIS
Altman Z Scores, 240
Business Valuations, 259
Creditor Analysis, 244
Ratios, 243
Sources, 242
FINANCIAL EXECUTIVE INSTITUTE (FEI), 304
FINANCIAL INSTRUMENTS
Accounting Principles, 30
FINANCIAL MEASUREMENT INTEREST, 227
FINANCIAL STATEMENT PRESENTATION,
Balance Sheet, 79
Classified, 80
Unclassified, 80
Cumulative Effect of Change in Accounting
Principles, 78
Earnings per Share, 79
Extraordinary Item, 77
Fund Accounting,
Infrequent Items, 78
Interim Financial Reporting, 82
Nonprofit Entities, 158
Notes to Financial Statements, 81
Partnerships, 84
Personal Financial Statements, 83
Statements of Cash Flows, 81

Index/ 313

Statements of Income, 75
Continuing Operations, 75
Discontinued Operations, 76
Statements of Retained Earnings, 80
Statements of Stockholders' Equity, 80
Unusual Items, 78
FINANCING
Business Development Corporations 256
Business Valuations, 259
Community Development Corporations 256
Employee Stock Ownership Plan, 257
Government, 255
Installment, 254
Intermediate-Term, 254
Lease, 255
Long-Term, 256
Obtaining, 249
Proposals, 258
Short-Term, 252
Term Loans, 254
Trade Credit, 252
Venture Capital, 258
FIXED ASSETS
Accounting Principles, 6
FOREIGN CURRENCY TRANSLATIONS
Accounting Principles, 224
FUND ACCOUNTING
Nonprofit Entities, 158

G

GENERALLY ACCEPTED AUDITING STANDARDS
(GAAS)
Statement on Auditing Standards Current Listing, 35
GOING CONCERN
Auditors' Report, 57
GOVERNMENT ACCOUNTING STANDARDS;
see Single Audit Act
GOVERNMENTAL ACCOUNTING STANDARDS
BOARD (GASB), 304

HEDGING
Accounting for Futures Contracts, 16
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I
INCOME TAXES
Accounting Principles, 8
Alternative Minimum Tax, 193
Auditors' Report—Income Tax Basis,
Depreciation Periods, 199
Federal Tax Rates
Domestic Corporations, 193
Estates and Trusts, 197
Head of Household, 195
Married Individuals, 195
Personal Income Taxes, 194
Self-Employment, 197
Single Individual, 195
Social Security Taxes,
Surviving Spouse, 195
Unemployment Taxes, 198
INDUSTRY AUDIT GUIDES, 296
INSTITUTE OF INTERNAL AUDITORS (IIA), 305
INSURANCE
Lack of Coverage,
INTERIM FINANCIAL INFORMATION
Accounting Principles, 21
Financial Statement Presentation, 82
Publicly Held Companies,
INTERNAL CONTROL
Reports—Communication of Internal Control
Structure Related Matters, 83
INTERNATIONAL ACCOUNTING STANDARDS
Accounting for Investments, 209
Accounting for Retirement Benefits, 207
Banks and Financial Institution Disclosure, 210
Borrowing Costs—Capitalization, 208
Business Combinations, 208
Changes in Accounting Policies, 204
Changing Price Data, 206
Classified Financial Statements, 206
Consolidated Financial Statements, 209
Construction Contracts, 205
Contingencies, 205
Depreciation, 203
Disclosure—Accounting Principles, 203
Disclosure—Financial Statements, 204
Foreign Exchange Rates, 207
Government Grants and Assistance, 207
Hyperinflationary Reporting, 210
Income Taxes, 206

Index/ 315

Inventories—Valuation and Presentation, 203
Investments in Subsidiaries, 209
Joint Venture Reporting, 210
Leases, 207
Property, Plant, and Equipment, 206
Related Party Transactions, 208
Research and Development, 205
Retirement Benefit Plans, 209
Revenue Recognition, 207
Segment Reporting, 206
Statement of Changes, 204
Subsequent Events, 205
Unusual and Prior-Period Items, 205
INVENTORY
Valuation, 6

L

LAWYERS' LETTERS; see Representation Letters
LEASES
Accounting Principles, 7
Financing, 255
Lease-Buy Decisions, 215

M

MARKETABLE SECURITIES
Accounting Principles
Investments in Equity Securities, 7

N

NATIONAL ASSOCIATION OF ACCOUNTANTS
(NAA), 305
NONMONETARY TRANSACTIONS
Accounting Principles, 24
NONPROFIT ENTITIES
Definition, 155
Differences, 162
Fund Accounting, 158
Voluntary Health and Welfare Organizations, 162
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O
OVERSIGHT; see Division for CPA Firms

P

PARTNERSHIPS
Financial Statement Presentation, 84
PENSION COST
Accounting Principles, 17
PENSION PLANS
Curtailments, 19
Settlements, 19
Terminations, 19
PERSONAL FINANCIAL PLANNING,
POOLING OF INTERESTS
Accounting Principles, 5
POSTRETIREMENT BENEFITS
Accounting Principles, 19
PRIVATE COMPANIES PRACTICE SECTION; see Division
for CPA Firms
PROXY STATEMENTS, 111
PURCHASE METHOD, 5

Q
QUALIFIED OPINIONS; see Reports, Auditors'
QUALITY REVIEW PROCEDURES, 283

R
RATIOS, 233
REGISTRATION STATEMENTS, 104
REGRESSION ANALYSIS, 221
REPORTS, AUDITORS'
Addressing the Report, 53
Adverse Opinion, 61
Departure From GAAP, 61
Dating, 53
Disclaiming an Opinion, 60
Leases Are Not Capitalized, 61

Index/ 317

Explanatory Paragraph, 56
Change in Accounting Principle or Methods of
Accounting, 56
Going Concern, 57
Uncertainty—Litigation, 57
Inability to Obtain Sufficient Competent
Evidential Matter, 60
Other Auditors', 71
Other Information, 64
Predecessor Auditors', 71
Qualified, 59
Reference to Other Auditors', 71
Scope Limitation
Inability to Obtain Sufficient Competent
Evidential Matter, 60
Special Reports, 69
Cash Basis, 69
Income Tax Basis, 70
Standard Report, 54
Comparative Statements, 54
Single-Year Statements, 55
Supplementary Information, 63
Subsequent Events, 66
Prior to Issuance of Auditors' Report,
Supplementary Information Required by FASB,
GASB, and SEC, 65
REPRESENTATION LETTERS, 46
REVENUE
Accounting Principles, 26
Service Transactions, 207
REVIEW OF FINANCIAL STATEMENTS
Auditors' Report, 54
RULE OF 72, 224
RULE OF 78s, 223

s
SAMPLING
Audit, 217
SCOPE LIMITATIONS; see Reports, Auditors', 58
SECURITIES ACT OF 1933
Administration, 89
Comfort Letters, 98
Due Diligence, 99
Exempted Securities and Transactions, 101
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Forms, 102
Letters of Representation, 46
Registration Requirements, 100
Rules 144 and 144A, 102
Shelf Registration, 100
SECURITIES AND EXCHANGE COMMISSION (SEC)
Accountants' and Auditors' Liabilities, 124
Accounting and Auditing Enforcement Releases
(AAERs), 116
Address and Phone Numbers,
Administration, 89
Financial Reporting Releases (FRRs), 113
Independence, 115
Industry Guides, 122
Regulation S-K, 120
Regulation S-X, 111
Staff Accounting Bulletins (SABs), 116
Structure
Chief Accountant, 91
Commission, 91
Corporate Finance, 91
Enforcement, 92
SECURITIES EXCHANGE ACT OF 1934
Compliance, 94
Form 8-K, 106
Form 10-K, 106
Form 10-KSB, 106
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